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A LEGAL ANALYSIS OF THE BALANCE SHEET 
By J. L. Dour, Columbia University 


The law with which the lawyer is primarily concerned is made up 
of an innumerable series of rights and duties existing as between 
the various members of society. Thus A, a member of society, is 
said to have a right against, or a claim upon, the conduct of B, a 
fellow member, in that A is entitled to go about his business free 
from interference or assault by B; and as a necessary corollary of 
this relationship, B is said to be under a duty to refrain generally 
from interference with A’s movement. B has a similar claim, and 
A is under a similar duty, in so far as B’s movements are concerned. 
By agreeing, for a consideration, to work for B, A surrenders a 
portion of his right to non-interference by B on his (A’s) conduct, 
and comes under a duty to B to perform services as agreed. Part 
of B’s duty of non-interference is replaced by a claim upon A’s 
conduct to the extent of the required services. In any given situa- 
tion, the legal relations between the parties involved may b« stated 
in terms of the various rights and duties existing between them. 

Very often the aggregate of rights and duties with respect to a 
given situation or thing is given a shorthand name for convenience 
and brevity of expression. We say that A is the owner of a parcel 
of land, meaning thereby that as between A and his fellow members 
of society there exists a complex series of rights and duties, in- 
cluding A’s privilege to use the land, B’s duty (and every other 
member’s duty) not to trespass, A’s privilege to sell or lease, A’s 
duty to pay assessed taxes, A’s privilege to give or dispose of by 
will, ete. Correct legal thinking, of course, requires a classification 
of these rights and duties, since it is apparent that they vary con- 
siderably in their nature and effects; for the purpose of this article, 
however, the terms rights and duties will be used in a general 
sense to cover all legal relations. The difficulty with this shorthand 
method of expression referred to above is twofold: in the first place, 
the shorthand name is so convenient that it comes to be used with- 
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out adequate thought or analysis of its detailed meaning; and, sec- 
ond, it often results in a confusion of the legal relations expressed 
thereby with physical objects involved. Thus, in connection with 
the use of the term property, we may mean either physical objects 
or the legal relations existing between the persons concerned with 
the physical objects. The result is such confusing concepts as 
“tangible” and “intangible” property, in which the physical objects 
and the legal relations are so often confused. A clearer picture 
will result in the matter of legal analysis if we ignore the physical 
objects and deal only in the legal relations between persons con- 
cerned or connected with them. 

In the case of any given individual it is apparent that some of 
his rights and duties are susceptible of evaluation and can be stated 
in terms of dollars; others cannot be so stated. The claim on the 
conduct of another which brooks no interference with one’s move- 
ments is, of course, of inestimable value, but such value cannot be 
stated in terms of dollars and cents. The privilege of using land, 
on the contrary, can be evaluated in terms of dollars by a considera- 
tion of the amount for which the use of the land can be sold or a 
study of the uses to which the land may be put and the dollar 
value of the income which can be derived from such privilege. As 
a practical matter we do not usually attempt, in the process of 
evaluation, to determine a dollar value for each individual right 
and duty. We deal with legal relations in affiliated groups and 
place a valuation upon a group as a unit after considering the 
various rights and duties included. A’s ownership of a parcel of 
land involves a “bundle” of rights and duties which we say are 
worth, or should be valued at, $10,000. If a part of the bundle 
is given up the value must be changed. When we say that A has 
“mortgaged” his land for $5,000 we mean that he has given up part 
of his rights and duties and assumed or acquired others, the net 
effect being a decrease in the valuation of the group to $5,000. 

It is also apparent, upon examination, that all legal relations 
may be divided as between those which are favorable or desirable 
and those which are onerous. A’s claim upon B’s conduct which 
requires B at a certain time to pay money to A is a desirable legal 
relation from A’s standpoint and undesirable from the standpoint 
of B. As a practical matter, we usually do not determine the de- 
sirability of each particular legal relation but falling back again 
upon the shorthand method of expression, we examine as a unit a 
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group of legal relations and establish the combined effect of the 
unit as desirable or undesirable. When we say A is the owner of a 
parcel of land, we call the legal effect of this ownership desirable 
since it is so in toto, though the aggregate of the ownership includes 
onerous as well as desirable legal relations. The net effect, we say, 
is desirable. 

Now, if in the case of a given individual we (1) segregate, at a 
given moment of time, all of his rights and duties which are suscep- 
tible of a financial valuation, and (2) list separately those rights 
and duties (or groups of rights and duties as explained above) 
which are desirable and those which are onerous, and (3) place an 
appropriate valuation on each right and duty (or each group of 
rights and duties) the result will be a summary statement of the 
financial condition of the individual involved at that moment of 
time. The excess of the aggregate valuation of desirable legal 
relations (in units) when compared with the aggregate valuation of 
undesirable legal relations (in units) indicates the net worth or 
proprietary interest of the individual. On the basis of this net 
worth, a judgment may be exercised as to the financial standing of 
the individual in the community; it furnishes a criterion of his 
economic power, at least in so far as economic power is based on 
the control of the conduct of others; it indicates the individual’s 
ability to command capital and credit, to exercise purchasing power 
and produce income. 

The accountant describes this procedure as a listing of assets 
(desirable legal relations or desirable units of legal relations) and 
liabilities (undesirable legal relations or undesirable units of legal 
relations) to determine the individual’s net worth or proprietor- 
ship. The assets correspond roughly to unit groups in which the 
important legal relations involve claims to the payment of money 
or rendition of services by others and privileges to the use of land, 
buildings, equipment, etc. The liabilities include principally duties 
to pay money or render services at stated times. Usually, in the 
case of an individual, the balance sheet will be limited to legal re- 
lations attendant upon the business activities of the individual and 
will show his proprietary interest in his business, though it is, of 
course, equally possible to make the statement cover all his financial 
rights and duties. In the event that a question arises as to the 
individual’s ability to pay, for instance, the statement covering his 
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business financial situation must be supplemented by one showing 
his private financial situation. 

In connection with the accounting terms, assets, liabilities, and 
net worth, a word of caution is necessary. By definition, it is ob- 
vious that in any case the total assets minus the total liabilities 
is equal to the net worth. Thus the financial condition of an in- 
dividual might appear as follows: 


As a matter of habit, accountants have often portrayed the above 
situation in a statement as follows: 


Assets Liabilities 
ee eee $100,000 Total liabilities .......... $ 50,000 
50,000 
$100,000 $100,000 


As a result of this method of portrayal, the balance sheet has 
often been completely misunderstood and the layman frequently 
asks why it is that assets and liabilities are always of equal amount. 
To explain, the accountant has upon occasion gone so far as to 
personalize the business as distinct from its owner, and the net 
worth is referred to as a liability of the business to its owner. 
This, of course, only leads to confusion and various attempts have 
been made to explain the situation more clearly. Thus it has been 
advocated that the term “liabilities” be abandoned and that there 
be substituted therefor the term “equities.” Under this plan all 
obligations of a business to creditors and others are termed 
“equities” and the net worth of the business is termed the “equity” 
of the proprietor. The difficulty with this procedure is that the 
term “equity” is an established legal term and makes a poor sub- 
stitute for the term “liability,” since an “equity” in legal phrase- 
ology is a claim or right (enforceable in equity as distinct from 
law), and in the nature of an asset rather than a liability. The 
obvious and simple solution to the problem lies in preparing the 
statement in a way to show that assets minus liabilities equals the 
net worth or proprietorship of the individual who occupies the 
enterpreneurial status in the business enterprise. 
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In this connection, it also is to be noted that the use of the term 
“liability” is not free from confusion. The payee-holder of a ne- 
gotiable note secured by fraud (in the inducement) has no claim 
against the maker but is said to have a legal power to put the 
note in the hands of an innocent purchaser for value with the re- 
sult that such purchaser does have a legal claim against the maker. 
The legal correlative of such power on the part of the payee-holder 
is said to be a “liability” (on the part of every person capable of 
becoming an innocent purchaser for value) to acquire a claim 
against the maker. The use of the term “liability” here is rough- 
ly synonymous to that of a “possibility” of acquiring legal claims 
and may, of course (from the standpoint of such person) be desir- 
able as well as onerous. As used by the accountant, the term 
“liability” corresponds to a legal duty to pay money, now or in 
future, or to render service, now or in future. In a majority of 
cases, the term corresponds to the legal conception of a debt or 
chose in action. The long continued use of the term liabilities to 
identify obligations and debts precludes the possibility of any sub- 
stitution thereof at this late date. 

With questions of value and valuation, the lawyer is not primar- 
ily concerned, except in so far as valuation may be affected by legal 
considerations.* Value may mean cost, cost of reproduction, mar- 
ket price, liquidation price, etc., depending upon the purpose at 
hand, and may be governed partially, at least, by rules of law. 
Generally, however, valuation is a matter for a valuation expert 
rather than a lawyer. Inasmuch, however, as the balance sheet 
is an inventory, at a given moment of time, of an individual’s rights 
and duties, there is a distinct legal problem involved in determin- 
ing what rights and duties exist, and, when the problem is so stated, 
it should be clear to every lawyer that the problem is one in which 
he may take a direct interest and one which he should understand. 

Particular interest attaches in connection with balance sheet 
preparation to two considerations. First, there is the necessity 
of establishing and showing the liquidity of each asset and liability, 
or the degree to which they are presently convertible into cash or 
will presently be payable in cash, in order to show the ability of 
the individual or corporation involved to meet current obligations 
when they become due. As an element of liquidity, it is particu- 


*The writer plans to devote a second article to the principles and practices 
of balance sheet valuation. 
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larly desirable to show the transferability of the various rights and 
claims, since business generally is expedited if rights and claims 
are freely transferable from one person to another. A claim to the 
payment of cash due five years hence may be highly liquid, if it 
can be presently transferred to another person. Where rights (1) 
are presently realizable in cash, or (2) can easily, as a matter of 
law, be transferred and are of such character that they can be 
sold for cash, they give their owner a wherewithal to meet his cur- 
rent obligations which is not found in other classes of desirable 
legal relations. 

Second, it is upon occasion necessary to show the priority of 
obligations and their relation to specific rights or claims in the 
obligor’s hands. A proper understanding of this phase of legal 
relations requires that further consideration be given to the nature 
of rights and duties as existing among the various members of 
society. As pointed out above, we say that A has a right as against 
B to go about his business without interference by B, and that B 
is under a corresponding duty not to interfere in A’s movements. 
If it be assumed now that B, without excuse or justification, as- 
saults A, the law immediately imposes upon B a secondary or 
remedial duty to make reparation and gives A a remedial claim to 
such reparation. Stated specifically, the law imposes upon B a 
duty of paying money damages to A. This type of reparation may 
be designated as non-specific and is the usual type of reparation re- 
quired by the law. In certain instances specific reparation is re- 
quired in that B, instead of paying money damages, is required 
to do specific acts, as, for instance, in the case of breach of his 
duty to convey land under a contract, the remedial duty is to con- 
vey the specific land involved. 

If B fails to act under his remedial duty to make reparation 
to A, the law gives A the power to institute a process of compulsion 
against B, while B on the other hand is under a liability in that 
he may be made the defendant in an action to enforce his remedial 
duty. Upon the trial of this action and the rendering of a verdict 
in A’s favor, the law gives A a new right or claim in the form of 
a judgment against B for the payment of damages and B is under 
a corresponding legal duty to pay the amount of the damages. 

Upon B’s further failure to perform his duty, A can secure sat- 
isfaction by levying execution upon any assets which B may have, 
except certain types of rights or claims which the law exempts 
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from execution. Under the execution, proper officers will seize B’s 
assets and, under appropriate procedure, sell the same to some third 
person and turn the proceeds over to A. Particular notice should 
be taken at this point of the fact that B’s duties all along the line 
are general, meaning thereby that upon his failure to perform his 
duty A can obtain satisfaction from any rights or claims which B 
may have (except as noted above), and is not limited to a portion of 
B’s assets. This is the ordinary type of liability which appears in 
the balance sheet. 

It is necessary to notice, however, that in certain instances the 
liabilities are not so unlimited. In the case of the ordinary bond 
and mortgage, the mortgagee may have his satisfaction from the 
mortgaged property, and if that is insufficient, he may secure a 
deficiency judgment against the mortgagor. In certain cases, how- 
ever, where the land-owner has not signed the bond and has merely 
taken or acquired the land “subject to,” but not assuming, the 
mortgage obligation, the mortgagee’s satisfaction, in so far as the 
owner is concerned, is limited to the particular parcel of land in- 
volved. The land-owner’s duty here is limited, but at the same time 
it should be noticed that the mortgagee’s claim or right has a 
preference and while satisfaction is limited to the specific parcel 
of property involved, such property is not available for satisfying 
claims of other creditors except in so far as its value may exceed 
the mortgage debt. 

It is also necessary to notice that in cases of conflicting claims 
against the assets of a given individual, said claims being other- 
wise unlimited, and the assets being insufficient to satisfy all 
claims, certain claims are given priority, as, for instance, in the 
case of wages and taxes upon the bankruptcy of an individual. 

We see then that the liabilities may be classified on the basis 
of their priority and relation to specific rights in the obligor’s 
hands as (1) general, (2) limited, (3) general and preferred, and 
(4) limited and preferred. The construction of the balance sheet 
must be such as to permit, so far as is possible, a showing of its 
various types of liabilities and their relationship to specific assets 
wherever such specific relationship exists. 
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CLASSIFICATION OF ACCOUNTANCY SERVICES 
By Joun R. Witpman, Haskins & Sells 


Classification, definition, and differentiation of the services 
rendered by public accountants, obviously, should be predicated on 
an existing need for such step, and should take into consideration 
the ends to be served thereby. 

The existing need should be apparent, it seems, to anyone who 
has had the opportunity and time to observe the development of 
accountancy; to realize the magnitude to which public practice 
has attained; to appreciate the complexities of that practice; and 
to suffer some of the grief resulting from failure to indulge in in- 
trospection and to analyze and consider the present situation. The 
ends to be served are two: professional and educational. The prac- 
titioners of to-day who are interested in their profession have a 
duty to themselves and to their public, to understand and state 
clearly their undertakings. They are under obligation, in fairness, 
to state their position for the benefit of those whose lives are de- 
voted to educating and training young men for the profession. 

Accountancy practice in this country has grown from a theoretical 
zero to an institution comprising, probably, 25,000 public account- 
ants, and gross annual earnings estimated at from $50,000,000 te 
$100,000,000. Twenty-five years ago engagements were taken, work 
was performed, reports were prepared and rendered, bills were 
paid, and few, if any, questions were asked by clients. This con- 
dition may be attributed largely, perhaps, to the fact that clients 
had little knowledge of accounting, or of auditing, or of what the 
accountants were supposed to do. To-day, the accountant’s re- 
lation to business, and to the personnel of business is quite dif- 
ferent. For twenty-five years university schools, teaching account- 
ing and other business subjects, have been pouring their products 
into the business world. These men have taken positions as ac- 
countants, company auditors, treasurers, comptrollers, and credit 
men. Some of them have risen to the ranks of presidents, vice- 
presidents, secretaries, and chairmen of finance committees. Not 
a few have become substantial shareholders. Generally, knowledge 
of accounting has become widespread. Interest in the work of the 
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public accountant has become keener, and his work has become sub- 
ject to review by an ever-increasing number of persons. Among 
these persons are lawyers, engineers, appraisers, investment bank- 
ers, commercial credit-men, bank credit-men, Federal and State tax- 
examiners. The point of their inquiry usually is, “What did the 
accountant do?” Seldom, if ever, do they ask, “What was the 
accountant engaged to do?” 

A review of passing events, and of events which have passed dur- 
ing the last five years, indicates clearly that there has been much 
lack of understanding between accountants and their clients as to 
the specific nature of the accountant’s undertakings. Only recently 
an officer of a corporation, upon engaging the services of account- 
ants, insisted on knowing in detail what the accountants proposed 
to do, and as to whether he could rely upon the service to detect 
any irregularities which might exist. When questioned as to his 
interest in the matter, he related a previous experience in which 
he failed to discuss the matter and had been told when a shortage 
developed following an audit that the accountants had verified only 
the balance sheet items, which “obviously” would not disclose the 
kind of irregularity involved. 

The statement of a case now on appeal leaves little doubt that 
there was not a complete understanding between client and account- 
ants as to what the accountants were to do. The plaintiff (client) 
alleges that the accountants were employed “to examine its 
accounts and records for the calendar year 1923, to audit the same, 
ete.,” and that the accountants “failed to examine a large number 
of such accounts, including, among others, the purchase and sales 
register, the retained copies of invoices purporting to represent 
merchandise sold, shipped or assigned, and the inventory of mer- 
chandise on hand at the beginning of the year 1923.” The account- 
ants answered that they “accepted said employment to examine 
its accounts as of December 31, 1923, in so far as they deemed 
necessary for the purpose of making a balance sheet audit thereof.” 

The assertion undoubtedly may be made with safety that count- 
less hours have been wasted by accountants in the discussion of 
nomenclature, the meaning of terms, and the scope and character 
of work to be performed in cases where the performance, super- 
vision, and administration of specific engagements involved a num- 
ber of persons. Differences of opinion resulting from a variety of 
education, experience, and original thinking have consumed a 
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shocking amount of time. Lack of agreement in these particulars 
has made difficult the fixing of responsibility in cases where errors 
of one kind or another have come to light. It is axiomatic, of 
course, that a person who issues vague instructions, or who issues 
instructions in ambiguous language, has little justification for dis- 
satisfaction or for discipline if his instructions are not carried out 
as he intended. 

The remedy for many of the vicissitudes of accountancy practice 
is found from an analysis and study of the services performed by 
public accountants, their relations with clients and others, the 
uses to which their reports are put, and a classification, definition, 
and differentiation of the services rendered. This is not a theory, 
nor the idea of a single mind. It is a fact, demonstrable from the 
use of such device, developed from 5,000 engagements taken from 
the experience of one of the largest firms, and tested by that firm 
over a period of two years on 10,000 additional engagements. 

Hear the testimony of the head of one of the largest practice 
offices in the country, a cold-blooded, practical, “business” man, 
who had no part in its conception, or development, and whose 
interest in it is entirely impersonal; “This classification is good. 
I know it is good, because I’ve used it for two years.” 

Some of the results observed from the use of this classification 
are the following: 

(1) Definite understanding between accountants and clients, at 
the time of taking engagements, as to the character, scope, and 
limitations, if any, of the undertaking. 

(2) Basis for procedure, supervision, and administration in— 

(a) Issuing instructions 

(b) Planning field procedure 

(c) Reviewing field work 

(d) Preparing reports 

(e) Standardizing presentations and certificates 
(f) Reviewing reports. 

(3) More intelligent and satisfactory work by accountants. 

(4) Fixing of responsibility and fairer treatment in cases of 
lapse. 

(5) A common language, eliminating much time and discussion 
previously wasted. 

(6) An organization consciousness of the duties and responsi- 
bilities of certified public accountants. 
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(7) Fewer misunderstandings with clients and greater satisfac- 
tion with the services rendered. 

In addition to the foregoing advantages accruing immediately 
to the profession, a service classification affords a basis for an 
educational program. With the field of accountancy practice thus 
mapped out and the objectives known, those responsible for the 
planning and giving of instruction to students who are aiming at 
accountancy would be able to work intelligently. Definite and 
organized notions would take the place of vague and scattering 
ideas now depending upon, and varying with, the knowledge, expe- 
rience, and amount of thought brought to bear upon the subject 
by those responsible for such instruction. 

It seems not unreasonable to expect of one agency which asks 
another agency to train a man for a job that the agency making 
the request shall say what the man is to do after he takes the job. 
Therefore, the hope is expressed that a national body, representa- 
tive of the accountancy profession, will soon make a statement 
classifying, defining, and differentiating the services rendered by 
the profession. This step, if it does nothing more, will provide a 
definite objective in planning education for accountancy. 

I have pleasure in submitting for your consideration a service 
classification which has been developed out of experience and has 
stood a test of two years; a test of critical character from which 
it has emerged with a host of admiring supporters and nothing but 
commendation from its most severe critics. It is not perfect. Prob- 
ably it never will be perfect. But it represents substantial progress. 


Haskins & SELLS SERVICE CLASSIFICATION 


1. General Audits. A general audit comprehends verification of the assets, 
liabilities, capital, and surplus as of a given date, and of the cash receipts 
and disbursements, income, expense, and miscellaneous profits and losses 
for a period ended on that date, together with the preparation of an audit 
report, with or without a certificate. 

This type of service contemplates that the accountant, in addition to 
verifying balances at a given date, shall satisfy himself reasonably as to 
the transactions resulting in such balances and as to the accuracy of the 
records. 


2. Examinations of Financial Condition. An examination of financial 
condition comprehends verification as of a given date of the assets, liabili- 
ties, and capital, and an analysis of surplus, including as an incident thereto 
such examination of the operations as may be necessary to give credence to 
the stated financial condition, and the preparation of a report containing a 
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balance sheet which may or may not be certified. If a statement of income 
and profit and loss is included in the report, it should be qualified as having 
been prepared from the books without verification. 

This type of service, while contemplating certain examination of the rec- 
ords with a view to substantiating the assets as represented and affording 
reasonable assurance that there are no liabilities (actual or contingent) 
other than those admitted, does not comprehend systematic verification of 
transactions, such as is required in a general audit, and therefore may not 
be relied upon to disclose an under-statement of assets which may have 
been concealed in the operating accounts. 

Restriction in the verification of one or two balance sheet items only, 
such as inventories and accounts receivable, notwithstanding the fact that 
such restriction calls for qualification, does not constitute sufficient reason 
for excluding the engagement from this class of service. 


38. Cash Audits. A cash audit comprehends verification of all receipts 
and disbursements for which an accounting should have been made during 
a period, of the accuracy of the cash records, and of the balance at the end 
of the period, together with the preparation of a report, with or without a 
certificate. 

4. General Examinations. A general examination covers a period, and 
consists of verification of assets, liabilities, capital, and an analysis of sur- 
plus, as of a given date, an analytical review of income, expenses and mis- 
cellaneous profits and losses for a period ended on that date, and the prep- 
aration of a report containing a balance sheet and a statement of income 
and profit and loss, with or without a certificate. 

A general examination is distinguished from a general audit by omission 
to verify the cash receipts and disbursements and by verifying the operating 
accounts through analytical study and investigation rather than by a general 
audit of the transactions. It is distinguished from an examination of finan- 
cial condition, in the more extensive review of the operations as such, rather 
than as an incident to the verification of assets and liabilities. 


The object of this service is to determine that there is no over-statement 
of net assets or of net profits; not to determine fiduciary integrity. While, 
because of somewhat extensive consideration of the operating accounts, there 
is more opportunity than in an examination of financial condition of detect- 
ing any existing internal fraud, the service may not be relied upon in that 
respect. 


Any restriction upon the verification of one or two balance sheet items 
only, such as inventories and accounts receivable, while calling for qualifica- 
tion of such items, does not remove the engagement from the class of gen- 
eral examinations. 


When arising in connection with the proposed issuance of securities, 
mergers, consolidations, or purchases and sales of companies and properties, 
this type of engagement, in order to satisfy the requirements of financial 
agencies involved, as to condition, earning power and management, calls for 
a report in which particular attention is given to classification in statements 
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and to appropriate information in the comments. The report contains, fre- 
quently, a balance sheet giving effect to the proposed financing. 

While qa general examination usually covers both financial condition and 
operations, occasionally it may be confined to such verification of income, 
expenses, miscellaneous profits and losses, and related balance sheet accounts 
as may be necessary to determine that there has been no over-statement of 
net profits. In a report on an examination of this character, the statement 
of income and profit and loss may be certified, but a balance sheet, if sub- 
mitted, should be shown as having been prepared from the books without 
verification. 

5. Limited Examinations, A limited examination may involve either 
partial or complete verification of certain assets and liabilities, or of certain 
operating transactions, and the preparation of financial statements from 
the books without further verification. This type of engagement demands a 
report (without certificate and without comments, except such as are 
embodied in the presentation) in which the service is referred to in the 
opening paragraph of the presentation as a limited examination, and asser- 
tion is made therein to the effect that, in accordance with the instructions, 
only certain account balances according to the records have been verified. 
The presentation also must set forth that the statements are not certified, 
and must explain as to each item the scope and results of the verification. 
The statements must be so marked under the descriptive heading as clearly 
to show that they were prepared from the books with only such verification 
as is indicated opposite the respective items; each item must be marked to 
indicate whether or not it was verified, and if partially verified, such fact 
must be indicated, together with reference to the presentation which will 
show the scope and results of the verification ; and there must be a foot-note 
to each statement to the effect that the statement must be considered in the 
light of the accompanying comments. 


When the service is restricted to one account, the verification of which is 
complete and satisfactory, a report containing a statement confined to that 
account may be certified without qualification. 

6. Investigations. An investigation contemplates inquiry into financial, 
industrial, or other activities or phases, or financial involvements, according 
to the records, rather than a general review of audit of the accounts, together 
with the preparation of a report. 

7. Preparation of Statements from Books or Records without Verification. 
Statements prepared from the books or records without verification necessi- 
tate the use of unwater-marked paper, bound (if at all) in a plain back, 
without any indication, in the statements themselves or in anything attached 
to the statements, that they were prepared by certified public accountants. 

In cases where it is necessary to include in a report containing statements 
which have been verified, any statements which have been prepared from 
the face of the books without verification, or with only partial verification, 
such statements must be so marked, under the descriptive heading and at 
the bottom, as clearly to indicate that they were prepared from the books 
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without verification, or with only such verification as is indicated opposite 
the respective items, depending on the situation. 

8. Tax Engagements. A tax engagement may consist of: 

a. Preparing or reviewing tax returns— 
(a) From records which have been audited. 
(b) From records which have not been audited. 
b. Contesting assessments or prosecuting tax claims. 
e. Preparing and rendering opinions on tax matters. 

9. General Accounting Systems. An engagement for general accounting 

system work may consist of: 
a. Conducting surveys. 
b. Devising and installing systems of account and of record. 

10. Cost Systems. A cost system engagement may consist of: 

a. Conducting surveys. 

b. Devising and installing cost finding systems. 
11. Budgets. A budget engagement may consist of: 

a. Conducting surveys. 

b. Preparing and installing budget systems. 

12. Bookkeeping and Accounting Engagements. An engagement to do 
bookkeeping and accounting work may consist of: 

a. Preparing and recording bookkeeping entries. 
b. Acting as bookkeeper, auditor, or comptroller, etc. 

13. Opinions. This class of engagement:consists of preparing and render- 
ing opinions having to do with accounting and financial matters. 

14. Miscellaneous. This class includes all engagements not comprehended 
in the foregoing, such as acting as liquidating trustee, acting as arbitrator 
in accounting controversies, acting as umpire in accounting disputes, giving 
testimony in court, rendering advice in accounting matters, interpreting finan- 
cial data, instructing bookkeepers, checking statements, etc. 
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PACIOLO AND MODERN ACCOUNTING 


By A. C. Lirrieton, University of Illinois 


The appearance a few years ago of a new English translation of 
Paciolo’s De Computis et Scripturis* raises the question anew of 
how much, or how little, the art of bookkeeping has changed in the 
434 years since 1494 when bookkeeping’s first printed book ap- 
peared. If we read the old text closely, we are likely to be amazed 
to note how little the basic change has been, and we are likely to 
be more than ever convinced that the underlying principles of 
double-entry are as simple and as fundamental as addition and sub- 
traction, and therefore not at all subject to change. We are likely 
to feel not a little elated, too, in the thought that the foundation 
of our science of accounting was already well laid when some of 
the basic processes of arithmetic were still chaotic. 

But we should not open Paciolo’s book with the expectation of 
finding modern practices completely foreshadowed. Nineteenth 
and twentieth century conditions have, of course, brought about 
many modifications of what was originally sound method, and have, 
in some cases, forced the introduction of practices which are of 
necessity entirely foreign to fifteenth century conditions. This 
is what one would naturally anticipate; yet on the whole, book- 
keeping has changed less than society has. Not, I think, that book- 
keeping has been the laggard, but that it was closer at that early 
date to its natural condition, and thus has had less distance to 
traverse to the present. It is therefore quite as instructive to con- 
sider what there was that is still modern in Paciolo as to note what 
has been added since his day. 

From the very beginning (say somewhat before the middle of the 
fifteenth century) certain basic peculiarities of method and form 
have been associated with bookkeeping. These fundamental char- 
acteristics still persist, and, being peculiar to double-entry book- 
keeping, form the principal means of setting it apart from other 
fact-manipulating systems. Ever since the record-keeping methods 


*“An original translation of the treatise on Double Entry Bookkeeping by 
Frater Lucas Paciolo,” by Pietro Crivelli, F. C. R. A., Harper and Bros., 
1924. 
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of bankers and governments were expanded to suit mercantile af- 
fairs, bookkeeping has possessed a characteristic theory, a char- 
acteristic form, and a characteristic technology. 

But underlying theory must be read, so to speak, between the 
lines of Paciolo, for he takes up no space in philosophizing. His 
purpose was practical: “To give sufficient rules to enable them to 
keep all their accounts and books in an orderly manner.”* (p. 1) 
He was describing the manner in which records were kept by the 
method employed in Venice. 

On the surface the bookkeeping described seems to hinge upon 
the duality of the entries. “Thus for each entry in the Journal 
you will write two in the Ledger,” he says. (p. 33) “Of this entry, 
as we have said, and of any entry in the Journal, a duplicate must 
always be placed in the Ledger twice, that is, first to debit and 
the other to credit ....” (p. 42) Or it seems to rest upon the 
opposition of debit and credit. “The debitor’s entry is placed on 
the left side and that of the creditor on the right.” (p. 32) 

But this is not theory; this is not the essence of double-entry; it 
is simply methodology. The double posting and opposition of debit 
and credit are merely incidental to a test of mechanical accuracy. 
They produce an equilibrium of amounts, it is true, but the true 
virtue of bookkeeping is not in this weak insurance against errors. 
The real essence of bookkeeping lies deeper than this. 

Beneath the surface of the methodology which fills the little 
book is the unquestionable recognition of the fact that every trans- 
action has a dual aspect, just as a coin has “heads and tails.” This 
is much more fundamental than the mere recording of facts “in 
double” to get as a test an equality of totals. Indeed, this is the 
essence of a theory of transaction analysis which pervaded all of 
the fifteenth century practices and which is still the most basic 
concept of bookkeeping. The mere search for means of increasing 
mechanical accuracy could hardly have produced impersonal 
accounts and nominal accounts in that day when little beyond the 
personal accounts of money-lending records -were in existence. But 
this essential conception of transactions could produce them. 
There could hardly have been standards of accuracy at that time 
sufficient to prompt the devising of such an artificial thing as a 


*This and subsequent page references are to the Crivelli translation, from 
which the quotations are taken. 
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mercantile expense account. But it could easily result when all 
transactions were seen to present two aspects. 

It is very probable that the application of bankers’ personal 
account methods to trading affairs brought into prominence the 
fact that the proprietor was a frequently recurring factor in the 
transactions; that he owed this person and was owed by another; 
that certain transactions brought him gains and others brought 
losses, or constituted merely equivalent exchanges at such advan- 
tages as the future should determine. This consciousness of the 
proprietor and of proprietorship is much more fundamental than 
equality of debit and credit. A well worked out statistical meth- 
odology could conceivably sort all the necessary financial elements 
into properly classified records without the intervention of “debit 
and credit” at all. But we can conceive of no procedure capable 
of bringing all of the financial elements of trade into the record 
which did not make use of the proprietorship concept. The pro- 
prietorship idea comes before debit and credit—not before the idea 
of debitors and creditors, of course, but before the idea of an equi- 
librium of classified entries. 

With the proprietor made a party to many of the transactions, 
the way is opened to the analysis and record of every type of trans- 
action where before only personal debts could be recorded. Or, 
putting it the other way around, the realization that every trans- 
action had two distinct aspects made the introduction of “pro- 
prietorship” into the reasoning an inevitable step. In fact, some 
writers have advanced the idea that early transaction analyses 
always brought “Proprietorship” into the reasoning as a foil to 
each other element.* Thus, where A pays off an indebtedness to 
Proprietor (P) the reasoning would be: 


(1) P charges (debits) cash (for the money put in the box) 
(2) P owes (credits) A (for money received as if on deposit) 
(3) The two P-elements cancel out, leaving cash (debit) to A (credit). 


There is nothing in Paciolo, however, to prove that he followed 
such a formula unless the two slanting lines which separate the 
debit from the credit in the journal entry be considered as repre- 
senting the cancelled-out “Proprietor” elements. In fact, there is 
no theory as such in Paciolo. But throughout he shows a clear 


* Geisjbeek, “Ancient Double Entry Bookkeeping,” pp. 15, 85, 115. 
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consciousness of the proprietor-element; it appears in every men- 
tion of “Capital,” “‘Profit and Loss,” “Mercantile Expenses,” and 
in every intimation of their relation. Note the following: 


“Besides all the entries* spoken of, you will also have all these entries* 
in all your books; viz., mercantile expenses, ordinary and extraordinary ; 
household expenses, one for each for what is cashed in and out; and one for 
profit and loss, which entries* are very necessary in any mercantile body so 
that the merchant will always be able to show his capital, and, at the closing 
of his business, how it is progressing” (p. 64). “After every other account, 
an account called Profit and Loss will follow, into which all other accounts 
must be adjusted. This account must finally be closed and transferred to 
Capital, which is always the last account of all in the Ledgers, and conse- 
quently is the receptacle of all other accounts, as you will understand.” 
(p. 82). 


Here the relation of nominal accounts to capital account, as 
well as the necessity for expense accounts, is clearly indicated. 

The treatment of the nominal and the capital accounts is so con- 
sistent that it is obvious that Paciolo had a very clear concept of 
their relation, although he dwelt not at all upon theoretical expla- 
nations. And we cannot follow his exposition without feeling that 
the merchants who kept accounts as he described must have rested 
their transaction analysis primarily upon a consciousness of the 
dual aspect always present in every occurrence. 

This is the characteristic theory which underlies fifteenth cen- 
tury double-entry, and which is still just as fundamental as ever. 
The characteristic form attached to double-entry bookkeeping from 
the beginning is another peculiarity which has undergone no basic 
change with the centuries. 

In its operation, bookkeeping is essentially a classifying mechan- 
ism, but it is more, because simple classification (the sorting into 
pigeonholes) does not go far enough. Simple classification is fully 
accomplished when segregation is complete; that is, classification 
has served its purpose by bringing like things together. But segre- 
gation of like quantities is alone not sufficient for bookkeeping; 
both “likes and opposites” must be brought into the classes 
(accounts) to fulfill the requirements of bookkeeping. Classifica- 
tion looks toward class totals; bookkeeping requires class “bal- 
ances.” In bookkeeping every class (account) may receive an 


* Geisjbeek translates the word as, “accounts.” 
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increasing element or a decreasing element; in ordinary statistical 
sorting there are no decreasing elements. 

This peculiarity of the data of business, this fluctuating, up-and- 
down characteristic of a “class,” makes a bilateral form in the 
basic record practically inevitable, one side to group together like 
elements, the other to group together related, but opposite, ele- 
ments; the item of primary importance being always the balance. 
In working thus for balances, subtraction comes to be indicated by 
contra-position ; that is, items placed in juxtaposition are thought 
of as having an “oppositeness” which leads to subtraction. Thus 
a matter of mere “form,” of arbitrary arrangement, comes to have 
an implied or understood meaning, just as the figures 2 and 3 
come to have an imputed meaning when one is written above the 
other (2/3) with a line between. This fraction is a conventional- 
ity, an abbrevation, the meaning of which is learned early and 
never forgotten; it is a part of everyone’s mental equipment. But 
the bookkeeping technicality of form, this “subtraction by opposi- 
tion,” is not often learned along with the multiplication tables; in 
fact, it is in many minds only vaguely even after some work in 
accounting in college. Yet this is a most characteristic bit of 
bookkeeping form and has been from the very beginning. 

In Paciolo’s summary of rules for the “keeping of a merchant’s 
books,” the very first item emphasizes this bilateral characteristic. 
“All the creditors must be placed in the book at the right-hand 
side, and the debtors at the left-hand side.” (p. 107) And through- 
out the text he is most particular to get the postings made correctly 
to left and right in the ledger. 

The clearness with which this “subtraction-by-opposition” tech- 
nicality was held in mind in the fifteenth century is best illustrated 
in Paciolo’s statement about correcting errors. “And so to take 
out the entry you shall carry on in this manner; viz., when, for 
example, you have placed the entry in the debit, and it should have 
gone to the credit, then to take it out you shall make another 
entry opposite to this one in the credit for the same amount,—as 
soon as you have posted it per contra it is just the same as if it 
had never been placed in the debit. You will then place it in the 
said credit as it should have been placed, and it will be right.” 
(p. 88) The same thought is made plain also wherever the closing 
of nominal accounts or transferring balances to new ledgers is 
discussed. 
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Besides a characteristic theory and a characteristic form, there 
is also a characteristic technology which continues to-day in book- 
keeping practically as it was in the fifteenth century. The begin- 
ning of a technical terminology was apparent even that early; the 
phrases “de dare” (shall give) and “de havere” (shall have) inva- 
riably appeared in the debit and credit ledger entries, respectively, 
while in the journal, per (by) was used to denote the debit and 
@ (to) to indicate the credit. (p. 26) The use of these last terms 
is very technical; for the journal entry always takes the form: “by 
Cash to Capital,” and never does Paciolo undertake to make clear 
the underlying meaning of “by” or “to.” The same technicality 
still persists in some text books, but is rapidly dropping out of use; 
not, however, with any decrease in technicalities, for in its place 
is the still less intelligible technicality of the modern journal entry, 
where the mere indentation of the second item signifies its credit 
characteristic. 

The trial balance as a test of equilibrium has always been a part 
of the technology of double-entry; we hardly even phrase it any 
differently after more than four hundred years. “You shall sum- 
marize on a sheet of paper all the debit items of the Ledger and 
place them on the left-hand side, and summarize all the credit items 
and place them on the right .. . now if the two sums are equal you 
will infer that your Ledger has been well kept and closed .. .” 
(p. 100.) 

The same careful noting of posting references that we resort to 
and the same calling back of postings to find mistakes are present 
in Paciolo’s rules; and, what is even more significant, the same 
sequence of bookkeeping operations then as now: (1) opening entry 
from an inventory; (2) original entry for transactions; (3) jour- 
nalizing and posting; (4) trial balance; (5) closing nominal 
accounts to Profit and Loss, and the latter to Capital. Even though 
modern practice uses original documents in place of the old day- 
books and makes up financial statements after closing (a thing 
unheard of by Paciolo), the characteristic methodology is still the 
same. 

Lest we get the impression from the above that Paciolo’s descrip- 
tion of bookkeeping accords with modern practices only in the 
basic peculiarities, brief mention is made here of some other details 
which have a very modern ring. 

In speaking of the opening inventory: “he must first of all write 
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on a sheet of paper all that he has in this world—and always begin 
with the things that are more valuable and easier to lose.” (p. 4) 
This sounds very much like “the most liquid first,” a rule very 
frequently followed in modern financial statements. “Have also 
deposited with the Office of Loans, or elsewhere, so many ducats in 
Venice.” (p. 8) Thus for bank deposits. Entries are also outlined 
for the use of checks for transferring accounts and for drafts for 
remittances to distant cities. (p. 74) 

“Summing up the debtors, I must receive so many ducats of 
good money, if from reliable persons; if others, you will call their 
money bad.” (p. 9) Here are bad debts. Paciolo, however, does 
not reach the modern financial device of a reserve for uncollectible 
accounts. But he does have a pretty fair system of petty cash. 
A bag of one or two ducats is charged to expense and set aside 
“for small payments because it would not be possible to keep 
account of these things one by one .. .” (p. 66) He recommends 
separate accounting for a shop “outside of your house,” that is, 
at a distance and in charge of a deputy, because (p. 68) “he who 
does business without knowing all about it, sees his money turn 
into flies’—and take wing, one is tempted to add. He would 
charge the shop with the fixtures given it as well as the salable 
goods, and would require a proper inventory by him who keeps the 
shop—in a word, branch-house bookkeeping. Much the same advice 
is given him who travels for the purpose of trade—but here he 
would go so far as to have a small journal and ledger with accounts 
for travelling capital, travel expenses, travel profit and loss, etc. 
(p. 79) 

In the above pages we have been looking at those principles and 
practices of the fifteenth century which have carried down to the 
present time. Now attention is directed to some aspects of modern 
accounting which are not reflected in Paciolo’s work. We have 
seen what has carried forward for more than four centuries; what, 
then, have four centuries added? 

As one thinks back over the hundred or more pages of the reprint 
of Paciolo’s work, the modern note most lacking could probably 
be concisely covered by the one word “theory.” Bookkeeping at 
that time was essentially a recording procedure and there was no 
necessity for labored explanation of why one does thus and so, or 
for philosophic argument concerning refinements of classification. 

Bookkeeping, as such, has not changed a great deal. We have 
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seen above what has been retained; to this but little of recording 
technique has been added, and but little dropped. The form of the 
ledger account is only changed in the direction of simplification; 
the ledger now is much more abbreviated in its record—a tabula- 
tion of figures with posting references, in place of a rather com- 
plete copy of the several transactions concerned. The form of the 
journal entry is changed only in the direction of further abbrevia- 
tion—technical phrases like “per” and “a” are replaced by a tech- 
nology of position which gives significance to the mere indentation 
in the writing of certain items, or to the location of figures in 
columns. To these changes there has been added: the subdivision 
of the books of original entry; the introduction of loose-leaf prac- 
tices; and the principle of total posting. Otherwise double-entry 
bookkeeping is very much as it has been for centuries. 

But time has not left the recording functions of business unal- 
tered even though the technique of recording is little changed. As 
business grew in size and complexity, its records took on added 
importance. Simple records, for so long entirely adequate to all 
. Managerial uses, were no longer fully satisfactory, and lately, 
within the last one hundred years or.perhaps even less, important 
refinements have been added—refinements not so much of method- 
ology as of theory. 

It will be noted in reading Paciolo that his practice makes no 
provision for financial statements. The reason for this omission 
is not far to seek: proprietors were in personal contact with their 
affairs and the occasional computation of a Profit and Loss account 
in the ledger was ample for their needs. This means that no par- 
ticular importance attached to “periodical closing” or to the care- 
ful apportionment of costs and income as between successive com- 
parable periods. In fact, even periodical inventories are not men- 
tioned by Paciolo. When these things began to receive attention, 
“theory” followed as a matter of course. Out of financial state- 
ments emerges the theory of organized accounting data, making 
sequence of items a thing of significance and the grouping of like 
elements or the contrasting of opposites a matter of consequence; 
out of “periodicity” grew those refinements of apportionment which 
produce deferred charges, accruals, and the like, and perhaps inven- 
tories themselves and all of the modern problems of burden distri- 
bution as well. 

Moderns have produced the business corporation with its far- 
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flung ownership and its limited liability to place upon accounting 
burdens of which the ancients did not dream. For example, objec- 
tions to dividends out of capital are of recent origin, and because 
of these objections much added importance is now attached to 
properly determined periodic profits. These are sources for much 
of modern theory. 

Business is now regarded as a continuous process rather than a 
group of disjointed transactions. This is expressed by our devel- 
opment of the terms “earnings” and “income” in contrast with 
“profits.” No such abstractions were thought of until recent times. 
We are anxious to associate with earnings the cost of producing 
those specific returns. Consequently we use cost accounting exten- 
sively and give due recognition to depreciation as a cost. The 
ancients did neither. In fact, fixed assets themselves played very 
little part in the old books, and wages were of very minor impor- 
tance. With us wages and salaries count heavily in all computa- 
tions of cost and expense; and our breakdown of expense into sub- 
classes far outdoes anything thought of in the earlier day. 


“If you wish to keep separate accounts for each item of expense, it would 
be too long and not worth the expense, for ‘De minimis non curat Praetor’— 
therefore you open this account called Mercantile Expenses Account. which 
is always used in debit...” (p. 64). “We cannot do without recording the 
ordinary household expenses. By this is understood such expenses as grains, 
wines, wood, oil, salt, meat, boots, hats, coat fashioning, under-waistcoats, 
stockings, tailors expenses, drinks, tips, barbers, bakers, water carriers, 
woolen cloths, kitchen utensils, vases, glasses, window panes, and all the 
buckets, baths, tubs, and barrels. It happens that many persons keep sepa- 
rate account for these similar things—but I show you those which business 
cannot do without.” (p. 66). 


The inclusion of these household expenses in the records along 
with business affairs indicates how closely the business of trading 
and the business of living were associated. The modern, however, 
is somewhat surprised to learn on the next page of the book that 
this same account may receive entries “when you spend money in 
playing various kinds of games, or money or things which you 
might have lost or have stolen from you or lost at sea or through 
fires, ete... .” 

Attention to close definitions and to extensive subdivisions of 
the bookkeeping data is a modern addition. The distinction 
between fixed and current assets is an interpretive element only 
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associated with very modern financing; capital and revenue expen- 
ditures grew out of our desire to determine net profits carefully; 
reserves of surplus appear only after conservatism becomes a virtue 
in corporation finance. These things troubled Paciolo and his con- 
temporaries not at all; and there was no need that they should. 

New times have brought new conditions, and these in turn have 
wrought some changes. We note how different modern accounting 
is from the practices of the fifteenth century, how broad is its field, 
how closely refined its definitions and concepts. But we seldom 
stop to realize that we have added little but a body of theory; out- 
side of the technique of auditing and of cost finding, we have con- 
tributed relatively little on the practical side. And all of this— 
the best and most that we can show—cannot compare, as a real 
contribution, to the first steps taken so long ago. 

We perhaps feel a little superior for our modern achievements; 
we may indeed be bringing out only now the latent possibilities of 
bookkeeping. But we should note that we are working upon long 
established foundations, and that we have not successfully improved 
upon the basic fundamentals of methodology given to us over four 
centuries ago. We are not working, with whole cloth and no pat- 
tern as the ancients did. When we read Paciolo’s description of 
the “method of Venice’—for he invented none of the procedure 
himself—it helps us to realize, as no modern work could, our debt 
to the Middle Ages. 


THE TREATMENT OF DEPRECIATION IN THE INTER- 
STATE COMMERCE COMMISSION VALUATION CASES 


By Perry Mason, University of Michigan 


The Interstate Commerce Commission was specifically instructed 
to consider depreciation in making the valuation of the railroads 
of the country since “cost of reproduction less depreciation” was 
one of the three basic values to be determined and considered in 
setting final values upon the railroad properties. A study of the 
published valuation reports indicates that a very definite and com- 
prehensive policy has been adopted which has been applied strictly 
and rigidly to all cases in spite of vigorous protests of the carriers. 

Definition of Depreciation. In the first published valuation case 
(Texas Midland R. R., 75 I. C. C. 1, 47-52, 125) the commission 
stated that depreciation has been treated as covering lessening in 
number of units of capacity for service as compared with those 
existing in the same elements when installed; and upon ascertain- 
ing what part of the remaining capacity for service remains, depre- 
ciation which has already accrued is subtracted from the cost of 
reproduction new and the remainder given as cost of reproduction 
less depreciation, due consideration being given to existing salvage 
or scrap value. Depreciation is not taken merely as the equivalent 
of deferred maintenance or loss of service efficiency. 

The position of the commission was repeatedly attacked by the 
carriers. “The carrier insists that this conception of depreciation 
is wrong, that the inquiry should be whether the property is in 
100% efficiency. So long as it is maintained at 100% efficiency, 
or what comes to the same thing, so long as there is no deferred 
maintenance, there can be no depreciation.” (Texas Midland R. 
R., 75 I. C. C. 1, 48). “It (the carrier) asserts that so long as the 
various units are adequate to perform the service in which they are 
operated and are maintained in proper physical condition their 
service life will be indefinite.’ (New York, Philadelphia, and Nor- 
folk R. R. Co., 97 I. C. C. 278, 306). “The carrier testified specific- 
ally that if ties are renewed at the end of their service life, there 
is no depreciation in their value as a whole, and if ballast is in 
place at the time of inventory there can be no depreciation. It 
also contended that there should be no depreciation on general 
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expenditures account.” (Manistique & Lake Superior R. R. Co., 97 
I. C. C. 382, 385). 

The commission refused to alter its original definition, however, 
usually simply referring the carrier to the statement in the Texas 
Midland case and occasionally amplifying and restating its posi- 
tion. “Depreciation is the lessening in worth of physical property 
due to use or other causes. Each of the components of perishable 
property must at some time end, and as each unit ages its service 
capacity also lessens in value. Potential use is limited or curtailed 
by the length of time property or any of its parts has seen service 
and a consequent diminution in value ensues.” (Winston-Salem 
Southbound Ry. Co., 84 I. C. C. 581, 583). ‘“The commission’s prac- 
tice is to treat depreciation as exhaustion of capacity for service 
rather than as deferred maintenance, based upon the fact that use- 
ful life of different units which make up the property begins to 
diminish as soon as put into use.” (Gulf, Texas and Western Ry. 
Co., 97 I. C. C. 29, 31). “At the hearing the carrier offered testi- 
mony to show that certain structures, which, if our estimate of 
remaining service life had been accurate, would already have been 
retired, were still being used on the date of the hearing for the 
same purposes as on the valuation date. ... Many things may have 
occurred between the date of valuation and the time of the hearing 
to prolong or shorten the remaining service life as estimated when 
inspected about the valuation date. An estimate of this kind, in 
the nature of things, will be shown almost inevitably by later expe- 
riences to be wide of the mark in individual instances, and yet may 
be substantially accurate for all the property of a given class.” 
(Bangor & Aroostook R. R. Co., 97 I. C. C. 158, 163). 

The commission maintained that its interpretation of deprecia- 
tion is supported by almost unanimous opinion in valuation cases 
before commissions and courts. (Texas Midland R. R., 75 I. C. C. 
1, 48-52). “But the reservoirs, the mains, the service pipes, struc- 
tures upon real estate .... tools and appliances of every kind begin 
to depreciate with more or less rapidity from the moment of their 
first use.” (Knoxville v. Water Co., 212 U. S. 1, 9-10). “A water 
plant, with all its additions, begins to depreciate in value from the 
moment of its use.” (Id., 13-14). Quotations were also given from 
Cedar Rapids Gas Co. v. Cedar Rapids, Des Moines Gas Co. v. Des 
Moines, and the Minnesota Rate Cases. “It is clear, therefore, that 
when the act was passed, the word ‘depreciation’ as used in the 
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phrase ‘cost of reproduction less depreciation’ had acquired a defi- 
nite meaning. It must be assumed that Congress used the word in 
that sense. Nor is there today any other recognized meaning.” 
(Texas Midland R. R., 75 I. C. C. 1, 51). 

Calculation of Depreciation. In general, the commission used the 
so-called “straight line” method of depreciation. The following 
quotations indicate the nature of the problems involved in deter- 
mining the amount of depreciation in specific cases. “In stating 
the cost of reproduction less depreciation the commission’s effort 
is to report with respect to each piece of property the extent of its 
depreciation on the valuation date, as measured by the exhaustion 
of the service life. In determining that fact an inspection of the 
property is made, and the experience of the past, both as developed 
by records of the carrier under valuation and that of other carriers 
as well, is considered in the light of present knowledge and condi- 
tions. Normal service life is modified where observation shows that 
the principal parts are new or in need of renewal.” (Texas Mid- 
land R. R., 75 I. C. C. 1, 180; Baitgor and Aroostook R. R. Co., 97 
I. C. C. 153, 162). “It is assumed that loss of units of service is 
evenly distributed throughout the entire life of an article, but in 
point of fact this is not exactly true. Some articles may depreciate 
more rapidly in earlier years of service and others in later years, 
but the practical way is to assume that the loss is uniform, and it 
is believed that this as applied generally will produce a fair result.” 
(Texas Midland R. R., 75 I. C. C. 1, 125). “Where a track has 
reached such a condition that the tie renewals are uniform in quan- 
tity and quality from year to year, the service condition of ties shall 
be considered as 50%.” (Texas Midland R. R., 75 I. C. C. 1, 184; 
Gulf, Texas and Western Ry. Co., 97 I. C. C. 29, 32; Gulf and Ship 
Island R. R. Co., 106 I. C. C. 111, 118). “While the life of cars, 
locomotives and other rolling stock may be indefinitely prolonged, 
the different parts wear out and must be replaced. Equipment is 
therefore divided into three parts, trucks, underframe and body, 
and each is depreciated by itself. The three are then combined into 
a weighted average from which condition per cent is determined. 
The weighted average may be taken itself as condition per cent or 
may be reduced if the type of car is such that its use will not be 
continued in the future.” (Texas Midland R. R., 75 I. C. C. 1, 52, 
129). 

The commission recognized two kinds of depreciation in the dis- 
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cussion of principles in the Texas Midland case (126-128), physical 
and functional. Physical depreciation was defined as decline in 
value due to age or wear, and functional as decline in value due to 
want of adaptation to function, i. e., obsolescence or inadequacy. 
It was pointed out that functional depreciation had played an 
important part in the past history of railroads and that it would 
therefore probably have a dominating influence upon the mortality 
tables prepared upor the basis of past experience. The effect of 
functional depreciation in the future could not be definitely deter- 
mined. The relative stability of railroad construction as compared 
with the conditions in the early days would be at least partially 
offset by the rapid advance in mechanical sciences and methods. 
The engineers were instructed to “consider functional depreciation 
which has already occurred. ... As for the future, functional depre- 
ciation shall only be considered when it is imminent... . Generally 
speaking, in so far as functional depreciation can be forecast, it 
must be considered, but speculation must not be resorted to.” 

In Appendix 3 of the Texas Midland case (183-186) the definite 
instructions given to the engineering staff were listed. Engineering 
and roadbed grading were the only examples of property on which 
no depreciation was to be calculated. The method of handling ties 
and equipment which could be kept in service indefinitely has 
already been described. The life of rails was divided into two 
parts, new and “relay,” and each part was depreciated separately. 
Other property was usually depreciated in orthodox straight line 
fashion, an estimate being made of the probable normal service life 
of the property, and a value being determined according to the 
proportion of the remaining life to the total life, due consideration 
being given to salvage and scrap values. 

Depreciation vs. Appreciation. In general, no appreciation was 
recognized except in the case of land. “Appreciation is the antithe- 
sis of depreciation and it would be natural to show the two in the 
same connection; but depreciation is stated with reference to the 
life of an article, while appreciation cannot be so stated.” (Texas 
Midland R. R., 75 I. C. C. 1, 66). “. .. the valuation amendment 
contemplates the ascertainment of the cost of reproduction new 
and not the cost of reproduction in the present condition.” (Win- 
ston-Salem Southbound Ry. Co., 75 I. C. C. 187, 195). There was 
one apparently inconsistent statement in the Winston-Salem case 
(195) to which Commissioner Daniels referred in his dissenting 
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opinions in which he urged the adoption of a thoroughgoing appre- 
ciation policy. (Kansas City Southern Ry. Co., 75 I. C. C. 233, 
266-269; San Pedro, Los Angeles & Salt Lake R. R. Co., 75 I. C. C. 
463, 518-521). The statement reads: “The character of appreciation 
in roadbed claimed by the carrier .... is the equivalent of an over- 
coming of depreciation in roadbed items. We have reported the 
various items of roadbed substantially without depreciation. .. . 
In not depreciating roadbed we have, in fact, taken into considera- 
tion the effects of these processes of operation, the lapse of time, 
and the elements, which the carrier terms appreciation.” Although 
the discussion just quoted unfortunately gives the impression of 
giving effect to appreciation, none was actually included in the 
valuation, for a roadbed can hardly be thought of as depreciating 
in value as long as it is to continue in use, and if appreciation were 
actually recognized its value would be considerably above its cost, 
for a seasoned roadbed would be much more efficient than a new one. 

The Deduction of Depreciation in Determining a Rate Base. 
Although the exact method of combining the various elements of 
value in determining a final value is not clearly disclosed in the 
valuation cases, it seems certain that reproduction cost less depre- 
ciation forms the primary basis. ‘Cost of reproduction less depre- 
ciation is one of the three cost items the commission is particularly 
directed to ascertain and report and it is one of several important 
considerations in the ascertainment of final value.” (Durham & 
South Carolina R. R. Co., 84 I. C. C. 318, 316). “Depreciation which 
has accrued in the property of a carrier to the date of valuation 
must be applied as an offset to the cost of reproduction new.” 
(Knoxville v. Water Co., 212 U. 8.1; Southern Railway Co. in Miss., 
84 I. C. C. 253, 256; Danville & Western Ry. Co., 84 I. C. C. 227, 
233; Knoxville, Seinerville & Eastern Ry. Co., 84 I. C. C. 329, 331; 
Tallulah Falls Ry. Co., 84 I. C. C. 587, 540). 

Although the majority opinion consistently emphasized the neces- 
sity of deducting depreciation, there was some dissenting opinion 
to the contrary. The contention of the carriers that the service 
condition rather than service life ought to be the criterion of depre- 
ciation found some support among the members of the commission. 
“The property has been well maintained and as a going entity has 
not depreciated. ... Nor can I agree that the mandate under which 
we act requires us to report depreciation where, as here, there is 
no depreciation in fact which affects value.” (Dissenting opinion 
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of Commissioner Potter, Florida East Coast Ry. Co., 84 I. C. C. 25, 
48-49). A similar expression occurs in the Kansas City Southern 
case (84 I. C. C. 113, 133) and in the San Pedro, Los Angeles & 
Salt Lake case (74 I. C. C. 463, 573). Commissioner Eastman, in 
a dissenting opinion in the San Pedro case (558), gives at least 
partial support to this doctrine. “The carriers claim .. .. that there 
is no depreciation in a railroad property so long as it is well main- 
tained. To the shipper or other user of the railroad it is of no 
great importance whether or not this claim is sustained. If the 
carriers are right, the amount needed for the ‘fair return’ will be 
greater, but the amount needed each year as protection against 
depreciation will be less. If they are wrong, the contrary will be 
the case. ... In my judgment, depreciation should be deducted from 
‘value for rate making purposes,’ where a property has been well 
maintained, to the extent that it is necessary in successful opera- 
tion to create a reserve fund for protection against depreciation. ... 
The deduction which the majority have made... may be too large. 
If, for example, ties have been properly maintained, a deduction of 
50% for depreciation impresses me as theoretical rather than real.” 

The argument that depreciation should not be deducted unless 
the carrier had received the benefits of such deductions in the past 
was also presented in the minority opinions. “It is not conceivable 
that a sane person would ever build a railway if he knew that a 
substantial part of his investment would be considered lost through 
depreciation and that he would not be permitted to have a return 
upon it....To deduct depreciation where such depreciation has not 
been taken care of out of income from the value which other figures 
suggest is arbitrary, inequitable and illegal confiscation of prop- 
erty.” (Dissenting opinion of Commissioner Potter, Florida East 
Coast Ry. Co., 84 I. C. C. 25, 48-49). “If it appeared that prior to 
June 30, 1914, the net earnings had been ample to cover a fair 
return for distribution to the security owners and also to provide 
a reserve for making good the expired service life in parts of the 
plant, and if it had been the case that the entire earnings had been 
improvidently distributed as interest or dividends, there might be 
plausible warrant for basing future returns on the cost less depre- 
ciation.” (When this is not true) “to base the return upon cost 
less depreciation would be tantamount to saying that the $7,409,000 
(the amount of depreciation in this case) used up in the service of 
the public and to the disadvantage of the carrier should be a loss 
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imposed for all time on the investor.” (Dissenting opinion of Com- 
missioner Daniels, San Pedro, Los Angeles and Salt Lake R. R. Co., 
75 I. C. C. 463, 520-521). 

Critique. The commission’s treatment of depreciation is funda- 
mentally sound. The interpretation of depreciation as a decline in 
value due to exhaustion of service life conforms to the most logical 
accounting analysis of the problem. It is doubtful, however, if 
there is as much agreement on the subject as was assumed by the 
commission, for there exists quite a body of contrary opinion, espe- 
cially among public utility engineers. It is also doubtful if the 
commission is justified in relying so much upon Supreme Court 
decision for the defense of its stand, for the opponents of the 
service-life policy also find support from the same source. 

Perhaps the principal criticism that can be made of the commis- 
sion’s depreciation policy is in regard to the rigidity of its appli- 
cation. Since fairness to both the utility and to the public is the 
foremost consideration involved in the situation, the commission 
might very well have taken into account the history of earnings 
and the past depreciation policies of the carriers. If the rates were 
too low to permit the charging of depreciation to expense it would 
seem unfair to force the company to use a depreciated rate base, 
since the public would have benefited by such a condition. It is 
entirely possible that the consideration of these facts would not 
have changed the valuations, since there was very little regulation 
in the earlier days and earnings were on a speculative basis, and 
since an adjustment could probably be made more effectively through 
the rate of return than through the basic valuation, but the refusal 
of the majority to even discuss the point gives an impression of 
undesirable inflexibility to the valuation proceedings. 

Several errors in accounting analysis and reasoning were present 
in the dissenting opinions. The fundamental error underlying all 
of the discussion in favor of the service-condition basis for depre- 
ciation was unconsciously brought out by Commissioner Potter in 
his dissenting opinion in the San Pedro, Los Angeles & Salt Lake 
case (74 I. C. C. 463, 573) when he said: “Depreciation is in its 
essence merely a bookkeeping entry designed to accomplish main- 
tenance and its purpose is to maintain an annual equality with 
respect to charges for maintenance.” It is the purpose of the 
orthodox formal depreciation policy to spread the cost of using 
property in some equitable fashion, but the use of the “deferred 
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maintenance” or “service condition” methods would relieve the 
earlier periods of the life of a unit of property of any charges 
other than minor repairs and supplies and would load up the later 
periods when replacements had to be made. In the same case (521) 
Commissioner Daniels said: “Another manifest difficulty in deduct- 
ing accrued depreciation in fixing the rate base appears in the 
consideration that two roads between the same termini, costing 
originally the same amount, and affording the same identical serv- 
ice to the public, but one built later than the other, would be 
entitled to earn for identical services not the same income but 
different incomes.” The error in this statement is the failure to 
realize that if depreciation has been properly recorded in the oper- 
ating accounts the rate of return on the capital invested will be the 
same in each of the cases he describes. In the case of the older 
line, either the amount of the capital investment will have been 
reduced or, what is usually the case, the same capital investment 
will represent a larger amount of physical property. Commissioner 
Eastman, although generally thoroughly sound in his analyses, made 
one unfortunate slip when, in his dissenting opinion in the San 
Pedro case (558), he ventured the opinion that it would make little 
difference to the shipper whether depreciation were deducted or not 
in fixing the rate base for “if the carriers are right, the amount 
needed for the ‘fair return’ will be greater, but the amount needed 
each year as protection against depreciation will be less.” In the 
case of an established, seasoned utility, it is not because the operat- 
ing expenses would be seriously affected that a complete deprecia- 
tion policy is urged, but because in no other way will the cost of 
the property be properly distributed over its period of service. As 
far as the yearly expenses are concerned, they may run approximate- 
ly the same regardless of the method adopted, after the enterprise 
has reached a mature stage in which replacements of property run 
about the same each year. It would make considerable difference, 
then, if an undepreciated rate base were used. Commissioner East- 
man, in the same opinion, again revealed his ignorance of account- 
ing procedure and principles when he maintained that it was neces- 
sary to create a reserve fund for protection against depreciation. 
The accounting for depreciation does not in itself set up a fund 
of any sort and does not, except in a very indirect fashion and 
under rather fortuitous circumstances, increase the possibility of 
setting up such a fund. 
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SOME PROBLEMS IN PROPERTY ACCOUNTING 


By Davin HimMeELBiau, Northwestern University 


In looking over the magazine articles and books relating to this 
subject, I noticed that it is usually approached from the point of 
view of the general accountant who keeps the books from day to 
day. I have, therefore, decided to approach the subject from a 
different point of view, namely, that of an investigator coming in 
to make an examination of the accounts in connection with financ- 
ing or reorganization. The investigator sees the effect on earnings 
over a period of years of the various theories and policies followed 
by general accountants, and thus is in a better position to decide 
what is important and what is unimportant. 

Nature of Problems. As the capital asset accounts and the 
reserve for depreciation provided therefor are cumulative from the 
inception of the business, the auditor analyzes these accounts for 
the entire period to ascertain how they were built up. This is 
necessary even though the appraised sound value at the balance 
sheet date will be used as the basis for issuing securities, because 
errors either in the asset account or in the depreciation reserve 
also affect the net profits available for interest and dividends. 
When summarizing these accounts the auditor pays special atten- 
tion to the policies followed as to: 


Additions and betterments. 

Minor additions. 

Retirements. 

Maintenance, renewals and replacements. 
Depreciation charged to operations. 
Adjustments of under or over depreciation on retired units. 
Construction authorizations. 

Fundable additions. 

Interest during construction. 
Construction overhead. 

Annual charge against profits. 


RNS 


Additions and Betterments. The purchase of a building is 
accepted as being an addition, the cost of which is to be added to 


the property account. Yet this transaction involves two distinct 
elements, viz. : 
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1. An increase in physical assets. 


2. An increase in money outlay. 


The question arises as to (a) whether every increase in physical 
assets constitutes an addition or betterment, (b) whether every 
increase in money outlay on physical assets constitutes an addition 
or betterment, or (c) whether both elements must exist in each case. 

Increase in physical assets. All increase in physical assets is 
admitted to be an addition or betterment, provided it does not 
replace a previously existing asset. If it does, it would seem best 
to retire the old asset and treat the new one as an addition. If 
a new machine is purchased solely as reserve equipment the ques- 
tion is occasionally raised as to whether it constitutes an addition. 
While it will not increase plant output, it may be expected to 
avoid delay in production. On this basis it would seem best to 
treat such acquisitions as additions. 

Increase in money outlay. Cost includes, in case of purchased 
property, all expenditures required to install the property ready 
for use, including invoice price, freight and cartage inward, instal- 
lation expense, etc. In case of own construction it includes expen- 
ditures for material used, labor expended thereon, and a fair share 
of the overhead expenses applicable thereto, excluding, however, 
(a) any profit which might have been made if constructed for a 
customer or (b) saving made because it was constructed instead 
of purchased. The cost of a specific item may be excessive in that 
it may now be replaced for less; on the other hand, the cost of an 
item may be much less than its replacement value. The accepted 
practice is to carry all additions at cost. 

Minor Additions. While in principle all expenditures mentioned 
are properly chargeable to the property account, nevertheless the 
policy of many conservative concerns is to charge some of these 
expenditures to expense. If property is purchased the invoice price 
is capitalized, but delivery expense and other items, such as elec- 
trical work, frequently referred to as “minor additions,” are 
charged off. If property is constructed, only material and labor 
are capitalized, no overhead being charged. Over a period of years 
the effect of this policy is to keep down the book investment in 
plant, decrease the profits of the years in which the minor additions 
were made and increase the profits of later years because of the 
reduced depreciation charge during those years. 
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Retirements. An appraisal of the properties is commonly made 
when securities are to be issued. If the client has kept a plant 
ledger a comparison of the units shown therein with the appraiser’s 
report will disclose failure to record additions or retirements and 
indicate to what extent the accounts reflect the cost of existing 
property. 

Where the plant ledger is not used, retirements are tested by 
making inquiry among employees as to what physical changes have 
been made in the factory; by inquiring whether the additions per 
books involved a retirement of other assets, etc. The retirements 
should be credited to property accounts at the amount at which 
originally charged, estimated if not known. 


Maintenance, Renewals, Replacements. After property is placed 
in use its maintenance in first-class operating condition constitutes 
a charge to operating expense. When cash is short or a plant is 
working overtime there is a tendency to defer actual maintenance. 
In practice there is a considerable spread between first-class and 
usable condition. If for any reason it is advisable to defer main- 
tenance, a reserve for maintenance should be set up by a charge 
to Profit and Loss so that the profits for the period will not be 
inflated. The cash when spent is charged against the reserve pre- 
viously provided. 

Renewals refer to the replacement of belts, saws, rollers, etc., 
which are part of a plant unit, but having a comparatively short 
life, must be replaced at frequent intervals. Such items are main- 
tenance. Cases are found where they are charged to plant on the 
ground that there is a physical increase in property. This would 
be permissible provided the corresponding retirement is made at 
the same time. The safest and simplest practice is to charge off 
renewals when made. 

Replacement means the retirement of part of a machine and the 
addition of a new part either identical or similar in use. Minor 
replacements, such as the spark plugs of an auto, are called renew- 
als, whereas changing the engine would be referred to as “replace- 
ment.” A replacement transaction involves several elements: 


1. It may cost more than the original unit, thus involving an increase in 
money outlay. 


2. It may be a better asset, say steel instead of cast iron, yet cost no more. 
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3. It may be charged direct to the reserve for depreciation on the ground 
that it merely makes good depreciation charged off on original asset. 


4. It may be charged direct to the asset account, concurrently retiring the 
original assets. 


Even though the auditor believes that the company’s policy over 
a period of years is unsatisfactory, it is impractical to adjust the 
past record except for major errors. 


Depreciation Charged to Operations. Depreciation is an account- 
ing device to spread the cost of an asset over the accounting periods 
in which it is used. The (a) straight-line, (b) diminishing balance, 
(c) sinking fund, and (d) production methods accomplish the same 
object when consistently applied during the life of the asset. How- 
ever, the amount charged off to a specific year varies under each 
method. The auditor is concerned with two points: 


1. Whether the method used gives a fair charge to the operations of each 
of the years whose earnings he certifies to, and 


2. Whether the total reserve is adequate at the date of the certified bal- 
ance sheet. 


The auditor’s hindsight should be more accurate than the client’s 
foresight. In most cases theoretical accuracy is impossible. Where 
profits are large the tendency is to write off depreciation at liberal 
rates; where profits need bolstering up the tendency is to write 
off depreciation at minimum rates. The rates themselves should 
be compared with other plants in the same industry. Lump sum 
write-offs distort earnings and hence are unsatisfactory. 

If the depreciation basis has been changed during the period 
under audit it is necessary to readjust the annual write-offs so as 
to obtain a uniform basis for each of the years certified to. 


Under or Over Depreciation. Assume the following facts: 
Machine No. 10 acquired January 1, 1921, at cost of $1,000; depre- 
ciation charged off monthly at ten per cent per annum, straight- 
line; retired December 31, 1926; expense of dismantling, $25; cash 
received upon sale, $50. 

The treatment of (1) Cash ($50), (2) Reserve for Depreciation 
($600), (3) Machinery ($1,000), and (4) Cash ($25) are uniform 
under all methods. The only question arising is the treatment of 
the $375. The various theories are reflected in the following: 
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Reserve for Depreciation (10% 6 years, 


Profit and Loss 1926 (Loss on Retirements), or 
Depreciation Reserve, or 

Retirement Reserve, or 

Machinery Account 


Machinery (original Coat) $1,000 
To record retirement of machine No. 10 on December 
31, 1926. 


Surplus. Inadequate depreciation was charged off during the 
six years the machine was used. Hence, the profits for the past 
six years have been overstated and the surplus account is corre- 
spondingly overstated. Charging surplus as of January 1, 1926, 
with five-sixths of the underprovision of $375 and 1926 with one- 
sixth corrects the past errors. 

Profit and loss, 1926. While the debit to surplus is theoretically 
correct, many advocate charging the loss on retirement against the 
profits of the year in which the retirement occurred, except when 
the amount is so large as to distort the profits of that year. The 
reasons advanced are, (1) these losses (or profits) are not extraor- 
dinary items as they recur every year; and (2) charging them 
against surplus overstates the profits reported for the individual 
years. 

Depreciation reserve. In most businesses the depreciation 
charge-off is based on composite rates covering major divisions of 
property rather than rates applicable to specific items. If the ten 
per cent rate, supra, is of this type, then some machines are being 
overdepreciated and others underdepreciated, but as long as all 
are in service the total depreciation accumulated is substantially 
correct. The short provision of $375 on machine No. 10 is offset 
by overprovision on other units not yet retired and hence included 
in the credit balance of the Depreciation Reserve. If this be true, 
it would seem that the so-called loss on retirement should not be 
charged off to surplus or current profits as underdepreciation, but 
should be charged against the Depreciation Reserve. 

Retirement reserve. This caption is used by many public utility 
companies in lieu of Depreciation Reserve. In this industry the 
annual depreciation write-off must necessarily be based on com- 
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posite rates and replacements are made continuously rather than 
by complete dismantlements. It is claimed that the purpose of the 
reserve has been carried out if there is a balance available to cover 
the cost of retirements at the time they are made. 

In connection with the retirement reserve, it will be of interest 
to note that a recent depreciation order issued by the Interstate 
Commerce Commission states in part: 


That the contention that the retirements of most units of a large composite 
railroad or telephone property tend to equalize, that is, become the same in 
amount from year to year—was not adequately supported by data of record; 
that the evidence indicated that the opposition to depreciation accounting was 
based partly on a desire to adjust retirement charges from year to year in 
accordance with financial needs. 

That the cost of rendering service involved in the consumption or abandon- 
ment of depreciable units of property was not adequately recorded when no 
account was taken of this cost prior to the time of retirement of such units; 
that an adequate record required proportionate, periodical charges—that is, 
depreciation charges throughout the service lives of the units. 

That depreciation accounting, in the long run, is less burdensome to patrons 
and investors than retirement accounting. 

That future service lives can be estimated with sufficient accuracy—subject 
to public supervision and to modification and correction from time to time— 
to meet the needs of depreciation accounting. 

That depreciation accounting is supported by prior decisions of the com- 
mission in valuation proceedings, by decisions of the United States Supreme 
Court, and by the decision of other courts and of federal and state commis- 
sions; that it is also in general accord with the provisions which at the pres- 
ent time are embodied in the accounting classifications of steam railroad 
companies and telephone companies and which were included in those classi- 
fications when Section 20 of the act was amended. 


Machinery account. Sometimes a machine is retired before it is 
worn out because new equipment is available which will produce 
product at a lesser cost. In such cases it is argued that the unde- 
preciated value of the machine to be retired should be included in 
the cost of the new machine to obtain the total cost to be depre- 
ciated over the life of the new machine; that the periodical write-off 
based upon said total cost reflects the depreciation which the man- 
agement expected to charge against profits when it was decided 
to make the replacement. Sometimes the undepreciated cost of the 
old machine is charged off over a period less than the useful life 
of the new machine, in which event it is best carried as deferred 
charge to operations instead of in machinery account. 
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Construction Authorizations. The construction authorization is 
standard practice among utilities and is used to some extent by 
industrials. It contains a description of the work to be done sep- 
arated between additions, maintenance, retirements involved, if any, 
and the estimated costs. It is approved by the financial depart- 
ment before the work is done. Expenditures are charged against 
a corresponding work order. The completed work order is analyzed 
to ascertain the charges and credits to the accounts involved. Com- 
paring the completed work order with the original construction 
authorization gives the officers effective control over increase in 
plant and assures the accounting department that the expenditures 
have been charged to the proper accounts. 

Annual Charge Against Profits. If the property accounts have 
not been distorted by appraisals, it is advisable to show by years: 


1. Ratio of maintenance to cost of properties. 
2. Ratiot of depreciation to cost of properties. 
3. Ratio of maintenance plus depreciation to cost of properties. 


If there have been large additions during a year it is best to adjust 
them to an annual basis for the purpose of stating the foregoing 
ratios. 

The ratio of maintenance to cost of properties indicates to what 
extent money has been spent to keep the properties in condition. 
In many utilities the indenture provides that twelve and one-half 
per cent of the gross earnings shall be spent for maintenance. 

If a company sets up out of profits a reserve for maintenance 
similar to the reserve for depreciation, then the charges against 
the reserve for maintenance disclose the cash expenditures actually 
made for upkeep. 

Nature of Appraisal. An appraisal involves: 


1. Listing the property on hand at the date of appraisal. 
2. Inspecting the property to determine its then physical condition. 


8. Pricing the units listed at cost of replacement at date of appraisal; this 
value is termed “cost of reproduction new.” 


4. Estimating the accrued depreciation on each unit at date of appraisal. 
5. Subtracting the depreciation so determined from the cost of reproduction 
new leaves the “sound” value. 


Appraisals are usually made on a “going concern” basis. If the 
property is to be scrapped, the appraisal valuation is based on the 
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prices obtainable if sold rather than the price to be paid if replaced 
“as is.” 

Appraisal valuation of property in use includes purchase price, 
delivery to plant, installation expense, testing, etc., together with 
five per cent (or other fixed percentage) thereon to cover taxes, 
insurance, interest during period of construction, and contractors’ 
profit. In utilities a “going concern” value is often added to the 
physical condition at date appraised. 

Problems Arising from Appraisals. In connection with financing 
it is common practice to have the properties appraised, and the 
circular sets forth the appraised value of net tangible assets per 
$1,000 bond. Among the questions arising in such cases are: 


1. Must the appraisal value be taken up in the books of account? 

2. If taken up in the books of account, is the corresponding credit “appre- 
ciation”? 

3. Should the depreciation thereafter deducted from income be based on 
the original cost or on the appraised values? 

4. Should the depreciation deducted from income of the years preceding 
the appraisal be based on the original cost or on the new appraisal 
values? 

5. Treatment of “realized appreciation.” 

6. Readjustment of appraisal values in subsequent reorganizations. 


Must Appraisal be Recorded? Must the appraisal value be taken 
up in the books of account? The question cannot be answered 
categorically. Inasmuch as the securities have been issued on the 
basis of a certain value, it would seem best to have the books of 
account reflect such value plus additions since that date. But many 
appraisals are not supported by sufficient detail, and in such cases 
the books are not changed. However, the auditor’s statement would 
reflect the appraisal, even though it is not recorded in the books 
of account. 

Is Appraisal Increase “Appreciation”? If taken up in the books 
of account, is the corresponding credit “appreciation”? The ten- 
dency is to assume that the difference between the sound appraised 
value and the depreciated book value is a credit to capital surplus 
arising from appreciation. While this is often true, many cases 
arise where, owing to loose accounting records, (a) the books do 
not reflect the full cost of the properties, (b) assets no longer on 
hand are still carried in the books, and/or (c) the books may show 
an excessive amount of accrued depreciation. If the examination 
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clearly discloses omitted property, then to the extent of the cost of 
such omitted property the credit is to earned surplus rather than 
to appreciation surplus, the adjustment being merely a correction 
of errors in the books. Likewise, if the examination discloses that 
an excessive amount of depreciation has been previously charged 
off, the correction of such excess is a credit to earned surplus 
because earned surplus has been understated. 

A method sometimes used to determine the division between 
appreciation surplus and earned surplus is illustrated below: 


Total cost of reproduction new ...................::.:0e00 $100,000 
Per cent condition as reflected by ap- 

Balance should be the accrued depreciation ........ $ 17,000 
Accrued depreciation per books is ...............00..... 30,000 
Difference is credited to earned surplus ........ pee $ 18,000 


The present condition reflected by the appraisal is applied to the 
book cost of the assets to obtain the accrued depreciation. The 
difference between the amount thus determined and the actual bal- 
ance in depreciation reserve is a debit or credit .o earned surplus 
account. 

However, the problem rarely presents itself in such simple form. 
Assume that a company has followed the practice of writing off 
“minor additions” over a period of years; later the properties are 
appraised. If there has been no change in price levels the differ- 
ence between reproduction cost as shown by the appraisers and the 
book cost will consist largely of these omitted items, and the auditor 
will credit the increase to earned surplus as correction of account- 
ing errors. But there still remains the difficult problem of allocat- 
ing the total correction over the various years to ascertain the cor- 
rect annual profits. In most cases the problem is more complicated 
because the increase represents two elements, (a) correction of 
accounting errors and (b) change in price levels. Segregating the 
latter element is at best a guess, and because of that fact many 
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accountants treat both elements as appreciation and transfer them 
to capital surplus. 

Subsequent Depreciation Based on Appraisal. Should the depre- 
ciation thereafter deducted from income be based on the original 
cost or on the appraised values? The answer to this question is 
very important, as it may materially affect the annual net earnings. 
If depreciation is computed on the appraisal values it is clear that 
the annual write-off consists of two elements, namely: (1) a por- 
tion of the original investment in physical assets, and (b) a real- 
ization of part of the appreciation taken up when the properties 
were appraised. 

Prior Years’ Depreciation Based on Appraisal. The opening bal- 
ance sheet in the circular describing Keyes Fibre Company, Inc., 
Class “A” Stock carries the properties at the appraisal made as 
of the balance sheet date. It is important to note that in figuring 
the depreciation charges for the years 1922, 1923, 1924, 1925 and 
1926, the five years preceding the balance sheet date, the calcula- 
tions were based on the appraisal as shown in the balance sheet, 
due allowance being made for the additions which occurred during 
the five-year period. 


The explanation for this procedure was that it seemed the fairest 
as well as the most conservative method of setting up the earnings 
statement when securities are being distributed to the public. The 
depreciation actually charged off by the former company is a matter 
of academic interest only to the present owners of the property. 
What they are interested in is what the actual net earnings avail- 
able for dividends would have been if operating income had been 
charged with all proper items, including depreciation based on an 
appraisal of the properties. 

It is of interest to note that this procedure places the certified 
earnings on the same basis as the future prospective earnings in 
so far as depreciation is concerned. Yet earnings published in 
connection with fianncing rarely adopt this procedure. 

Realized Appreciation. If the company sets up the appraisal 
value as a capital asset it is necessary to write off such value dur- 
ing the remaining life of the appraised assets. The portion repre- 
senting the company’s actual investment is clearly a charge against 
profits; the remainder (realized appreciation) is charged against 
appreciation surplus as follows: 
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Reserve for Depreciation $20,000 


If the indenture or other circumstances requires the entire 
amount of the write-off to be charged against annual profits, then, 
through a concurrent entry, the portion of the appreciation which 
is realized each year is transferred from appraisal surplus to 
earned surplus, so that at the end of the asset’s life the entire 
amount of appreciation has been so transferred, wiping out the 
appreciation surplus account. The entries are: 


Reserve for Depreciation $20,000 
To record depreciation for year based upon appraisal 
values 
(2) 


To transfer realized appreciation, being excess of de- 
preciation based on appraisal over depreciation based 
upon cost 


Changing Appraisal Value. Readjustment of appraisal values 
may be necessary through a subsequent reorganization. When 
results from operations have been unsatisfactory a plan of reor- 
ganization may contemplate writing down the property values. 
Such write-down should be charged against the appreciation sur- 
plus to the extent the original write-up was credited thereto. How- 
ever, if the appreciation surplus has been utilized for a stock divi- 
dend and the appreciation in value is now represented by capital 
stock outstanding, it becomes necessary to reduce the capital stock 
either by reducing the number of shares or the par value per share. 
The write-off need not be made against earned surplus, since it 
merely cancels a write-up made in previous years. Under such cir- 
cumstances the effect of the reorganization is to establish new prop- 
erty values for future operations. 

Effect on Costs. The effect of appraisals upon the cost records 
should not be overlooked. Assume that the appraisal has been 
recorded and that depreciation based thereon is being charged into 
unit costs. It is evident that where depreciation is a considerable 
factor in the cost of production the unit costs are higher, thus 
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affecting the gross profits on goods sold and the inventory value 
of finished goods and work in process. 

Conclusion. In conclusion, it is evident that the variations in 
property accounting affect not only (1) the annual income but also 
the (2) property accounts, (3) inventories, (4) capital surplus, and 
(5) earned surplus on the balance sheet. In some cases the amounts 
involved have been so large as to have a material bearing on the 
financial condition disclosed by the balance sheet as well as the 
annual income of each year. 


THE INCOME TAX—DEPLETION AND DEPRECIATION 


By J. A. Grimes, Bureau of Internal Revenue 


The ratification of the constitutional amendment permitting the 
taxation of income became effective on March 1, 1913. Therefore, 
appreciation in value after that date is subject to an income tax, 
but appreciation to March 1, 1913, is tax-free. This feature required 
the valuation of property of all kinds as at one specific time. 
Depletion and depreciation deductions from taxable income are 
merely provisions for the return of value when properties are con- 
sumed in the process of production, and are thus sold piecemeal 
to the purchaser of marketable products. Valuations have also 
been required as at date of acquisition in determinations of invested 
capital for excess profits tax purposes; and current valuations, 
year by year, have been necessary for the capital stock tax assess- 
ments. The estate tax also necessitates valuation, in some instances 
numerous valuations of the same property at various dates. Fur- 
ther, many facilities were acquired strictly for war purposes, and 
the difference between the cost of such facilities and their value 
for post-war use was recognized by Congress as a fair deduction 
from war-time income. This deduction, called amortization, has 
been extremely difficult to determine with accuracy, as it has 
involved prediction as to the peace-time future value not only of 
industrial units but even of whole industries. Still further, to 
encourage the discovery of natural resources, particularly petro- 
leum, for war use, the Congress provided that the value of mines 
and oil wells within thirty days of date of discovery should be 
returned to the discoverer in tax-free deductions for depletion, and, 
with modifications, this provision has been continued in all subse- 
quent revenue acts. 

The valuation of natural resources and the determination of 
allowances for the amortization of war facilities have been func- 
tions of the engineering personnel of the Income Tax Unit. The 
assistance of the engineer has also been sought by the auditor 
charged with the task of checking depreciation deductions. Valua- 
tion of manufacturing plants for many purposes, the appraisal of 
water-power rights, patents, and similar property rights have also 
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required occasional engineering assistance. For the last two years 
an engineer of the Income Tax Unit has been working under instruc- 
tions to establish a policy with respect to depreciation which the 
Bureau of Internal Revenue may adopt and publish for the guidance 
both of the taxpayer and of the Bureau employee. Depreciation 
problems require the coéperation of accountant and operator, if 
they are to be solved with fair accuracy, and numerous conflicts of 
viewpoint need reconciliation, particularly those which involve dis- 
crepancies between theory and practical application. It is, I believe, 
a fair prediction that the engineer and auditor of the Income Tax 
Unit will each have his part in the future determination of depre- 
ciation for income tax purposes, rates of depreciation being estab- 
lished by the engineer and applied by the auditor in conformity 
with any sound accounting practice selected by the taxpayer. 
Depletion and depreciation are both subjects requiring judg- 
ment, neither being susceptible to treatment by rigid and inflexible 
rules and procedure. It is possible, however, to establish principles 
which generally apply. The determination of depletion involves 
an estimate of the quantity of the natural resource to which a 
value attaches, while the determination .of depreciation rests upon 
estimates of the future useful lives of things subject to physical 
deterioration and obsolescence. The cost or replacement value of 
assets subject to depreciation may be determined usually without 
great difficulty and with essential accuracy. Costs of some naturai 
resources may be determined in a similar manner from actual or 
comparative sales, but no two natural resources are exactly alike 
and the more valuable natural resources are individual and unique. 
The value of some natural resources may be approximated from 
prevailing royalty rates, stock market quotations, and from other 
more or less applicable evidences, but in the last analysis such a 
value depends entirely upon the income which a natural resource 
may be expected to produce, upon the time at which such income 
will be received, and upon the risk attaching to the realization of 
the anticipated income at the estimated time of receipt. In other 
words, valuations of many natural resources involve determinations 
of discounted present values of future income, speculative in nature 
both as to quantity and time of receipt. Even when prices of sim- 
ilar properties are available as at date of valuation, the question 
of differential income arises. With the more bulky and more com- 
mon natural resources, a slight freight differential may be the thing 
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which makes one property valuable and another valueless. A sand 
and gravel deposit within the district to which railroad switching 
charges apply might be very valuable, while an identical adjacent 
property outside of this freight zone might be worthless. Timber 
on the side of a mountain adjacent to transportation might be 
quite valuable, while timber over the crest of the mountain and 
requiring the construction of transportation facilities would be of 
little worth. Coal lands on the banks of a river navigable to market 
would have a value greater than that of similar coal lands at a 
distance from the river. The cost of facilities for producing and 
marketing the natural resource may determine its worth or worth- 
lessness. If the quantity of the resource is great enough, an invest- 
ment in such facilities may be justified, while with a small quantity 
of the same resource of equal unit value the value of the resource 
would be less than the cost of facilities for its utilization. These 
are but some of the varied factors which are involved in the valua- 
tion of natural resources such as coal, oil and gas, timber, metallic 
and inorganic non-metallic minerals, and water power. Selection 
of the most accurate basis of appraisal and analysis of the essen- 
tial data require the services of one familiar with the intimate 
detail of the industry, and the engineer was selected by the Buceau 
of Internal Revenue as the professional man best qualified for these 
valuations. 

The accountant, on the other hand, was entrusted with the deter- 
mination of depreciation rates and methods, and only recently have 
the engineers of the Income Tax Unit been given a part in the 
handling of this great subject. The succeeding portion of this talk 
is a joint product of the experience and viewpoint both of the 
accountant and the engineer of the Bureau in the furtherance of 
the expressed desire of the Commissioner of Internal Revenue that 
greater equity and simplicity attend the audit of future tax returns 
involving deductions for depreciation. 

A tentative manuscript copy of a future publication of the Bureau 
covers this subject from the viewpoint of studies undertaken 
by nationally representative organizations of industry in codpera- 
tion with the Bureau, but the same principles will apply to any 
future studies made by the Bureau without such coéperation. This 
manuscript has been sent to several national organizations of 
accountants, to the Department of Manufacture of the Chamber of 
Commerce of the United States, the National Association of Manu- 
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facturers, the National Association of Real Estate Boards, and 
numerous others, with a request for constructive criticism. When 
this criticism has been obtained and incorporated the revised man- 
uscript will be published officially by the Bureau of Internal 
Revenue. 


INTRODUCTORY 


The Commissioner of Internal Revenue has authorized the initiation of 
studies of depreciation and maintenance charges with a view to the adoption 
of a definite procedure in the future audit of tax returns. The results of such 
studies will be authorized for use in the preparation and audit of tax-returns 
filed after date of publication of such results. These studies will be under- 
taken solely upon a basis of the voluntary cooperation of taxpayers with the 
Bureau of Internal Revenue in reaching mutually beneficial conclusions. 

Depreciation for income tax purposes is defined as the gradual exhaustion 
of the usefulness of property employed in the trade or business of a tax- 
payer, such exhaustion comprising wear and tear, decay or decline from 
natural causes, and various forms of obsolescence such as are attributable 
to the normal progress of the art, inadequacy to the growing needs of bus- 
iness, and the necessity of replacement by new inventions. (Articles 161 and 
162, Regulations 69.) 

The Commissioner of Internal Revenue and the taxpayers or associations 
of taxpayers in certain industries have agreed upon standard rates of depre- 
ciation as reasonable for major items of plant and equipment used in those 
particular industries, and the preparation and audit of the returns of such 
taxpayers has been greatly simplified and expedited by these agreements. 
The present studies will extend similar agreements to the taxpayers of other 
industries as rapidly and completely as possible. 

The scope of these studies embraces physical assets alone; information 
neither being requested nor desired with respect to the depreciation of patent 
rights, goodwill, leases, or other tangible or intangible assets not of a phys- 
ical character. 


EQUITY AND SIMPLIFICATION THE OBJECTS OF THE BUREAU OF 
INTERNAL REVENUE 


The results which are anticipated from studies of depreciation and main- 
tenance are, greater equity in the collection of income taxes imposed by the 
several Revenue Acts, and simplification of the preparation and audit of tax 
returns with consequent saving of material amounts both to the taxpayer and 
to the government. The prime objective of the present studies is greater equity 
in tax collection, but an important consideration will be the savings of sub- 
stantial amounts both to the Government and to the taxpayer through the 
elimination of avoidable disputes. The large majority of taxpayers are less 
interested in the amount of tax which they pay, than they are in knowing 
that no competitor has received preferential treatment with respect to such 
judgment questions as depreciation. It is obviously impossible for several 
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thousand income tax auditors and revenue agents to exercise similar judg- 
ment in the review of tax returns, particularly as the auditor or revenue 
agent in many instance has not had the advantage of experience in the in- 
dustry for which he is auditing or examining a return. The publication of 
average rates of depreciation, by items of plant and equipment, by industries, 
is essential to the elimination of personal inexperience and error, either by 
representatives of the taxpayer or of the Government. 


MISCELLANEOUS APPLICATIONS OF RESULTS OF STUDIES 


Many industries anticipate that the determination and publication of stan- 
dard rates of depreciation will be even more important for other business 
purposes than for the preparation and audit of income tax returns. One 
service will be the education of the members of the industry who are making 
inadequate provision for depreciation. Every industry has such members 
who do not consider depreciation in computing production costs and selling 
prices, and these members are undesirable competitors before they are elim- 
inated by capital consumption and credit exhaustion. It has been a recent 
practice of many fire insurance adjusters to ask for a copy of the last in- 
come tax return as an aid in computing fire losses; banks are requiring care- 
ful analyses of depreciation accounts in connection with financing; and other 
phases of normal business activity will be benefited by published standards 
of depreciation based upon the aggregate experience and opinion of an in- 
dustry. 


INITIATION AND CONDUCT OF A DEPRECIATION STUDY 


Studies of depreciation and maintenance are now being undertaken by the 
Bureau of Internal Revenue with the voluntary cooperation of nationally 
representative organizations of industry for the purpose of reaching mutually 
beneficial conclusions, in accordance with a plan proposed by the Department 
of Manufacture of the Chamber of Commerce of the United States and ap- 
proved by the Commissioner of Internal Revenue. Any organization, nation- 
ally representative of an industry or branch of an industry, which wishes to 
initiate a depreciation study in cooperation with the Bureau of Internal 
Revenue, takes official action authorizing the study and appoints a committee 
to conduct the study. After a conference with representatives of the Bureau 
of Internal Revenue as to the scope and methods of the study, this deprecia- 
tion committee proceeds according to its own ideas and methods to arrive 
at conclusions which are presented to the Commissioner of Internal Revenue 
in the form of recommendations. These recommendations are then distributed 
by the Bureau of Internal Revenue to as many as possible of the individual 
members of the industry for comment and criticism. The results of this 
survey by the Bureau of Internal Revenue are brought to the attention of the 
depreciation committee of the industry, and the recommendations of that com- 
mittee are then accepted as made, or modified in view of objections voiced. 
The results of the study which are generally approved by the majority of the 
members of an industry are then published with authorization by the Com- 
missioner of Internal Revenue for their use in the preparation and audit of 
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tax returns filed after date of publication. It is inevitable that some dis- 
crepancies will arise between rates of depreciation determined in this man- 
ner for the same depreciable assets in different industries, since the results 
of the studies will be published industry by industry rather than asset by 
asset. The Bureau of Internal Revenue must eventually reach a basis of the 
same rate of depreciation for the same asset under similar conditions of use 
in every industry, or reconcile different rates by a statement of the variations 
in conditions of use of that asset in various industries. The appointed repre- 
sentatives of the industries involved will be invited to confer with each 
other and to effect necessary reconciliations or adjustments, when, in the 
opinion of the Commissioner of Internal Revenue, these are required. 


ADAPTATION OF CONCLUSIONS TO VARIABLE CONDITIONS OF USE 


The purpose of the Bureau of Internal Revenue is to determine flexible 
standards of depreciation, not to establish rates from which no deviation will 
be permitted. Any inflexible rule will work some injustice as there will be 
numerous exceptions to almost any rule of that nature. The plan is to de- 
termine average rates of depreciation which will be accepted by the Com- 
missioner of Internal Revenue without substantiation and without adjust- 
ment, and to require substantiation in proportion to the departure of the 
rates used from such average rates. No reasonable rate of depreciation will 
be prohibited, and within a certain range of the average rates little substan- 
tiation will be required. Results available from studies now in progress in- 
dicate that a variation of one-fifth in either direction from the average will 
usually cover normal variation both in opinion and as to conditions of use. 
Thus, with a five-year average life variations of from four to six years would 
be permissible, for a ten-year average useful life the variation would range 
from eight to twelve years, and with a fifty-year average useful life there 
would be a permissible variation from forty to sixty years, all on the basis 
of a one-fifth variation in either direction from the average rates. Within 
such a range the only substantiation required for the consistent use of any 
rate of depreciation selected, will be a statement of general conditions which, 
in the opinion of the taxpayer, result in a deterioration of his assets at a 
rate greater or smaller than the average rate of deterioration in his industry. 
When rates of depreciation more or less than the normal range are used, it 
will be necessary to furnish a specific and convincing statement of the ab- 
normal conditions which make such rates reasonable. It will be desirable 
to have as many as possible of these abnormal conditions stated in published 
conclusions, together with adjustments which an industry considers reason- 
able in view of such abnormalities, but this is not essential, as the individual 
taxpayer will always have the opportunity to depart from the average rates 
when unusual conditions apply to his specific case. 


MINIMUM REQUIREMENTS IN A STUDY OF DEPRECIATION 


The Bureau of Internal Revenue considers two things to be essential: 
1. A statement of the useful lives of the depreciable assets of an industry 
by items or by classes of similar items, preferably departmentalized accord- 
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ing to the different processes employed, service rendered, or products made 
by the industry. Such a schedule affords the only possible basis of compar- 
ison between the diverse methods for depreciation accounting, and gives the 
fundamental information required for the determination of essentially sim- 
ilar depreciation rates irrespective of the method employed. 

2. A statement of the principles and methods of depreciation accounting 
best suited to the business conditions of the industry to which the results of 
the study will apply. 


MeEtTHOops COMMONLY USED FoR COMPUTING DEPRECIATION 


The Bureau of Internal Revenue customarily approves three principal 
methods for depreciation accounting: 

1. The straight line method which provides equal depreciation per unit of 
time for the useful life of the asset under normal conditions of use, regard- 
less of the work done. 

2. The unit of production method which provides equal depreciation per 
unit of work done during the useful life of the asset under normal conditions 
of use, irrespective of the elapse of time. 

3. The job method which provides for charging the difference between 
cost and salvage value of single-purpose or special-purpose equipment against 
the job for which it must be purchased. 

Any other recognized trade practice may be used for determining deprecia- 
tion deductions, providing such methods result in annual charges to depre- 
ciation over the useful life of the depreciable property according to some 
reasonably consistent plan. Modifications of the methods, above listed, are 
permissible by reason of variations in expenditures for maintenance, varia- 
tions of time in use, and any other conditions which cause the rate of de- 
terioration of assets to change from time to time. (Articles 161 and 165, 
Regulations 69.) 


ADDITIONAL METHODS FOR COMPUTING DEPRECIATION 


Various methods have been advocated, and some methods used to a con- 
siderable extent, which provide the greatest amount of depreciation in the 
first year of use, with continually decreasing amounts of depreciation in 
later years. The reduction may be either in equal annual amounts or by 
what is commonly termed the declining balance method, which consists in 
charging to depreciation an equal annual percentage of the depreciated value 
of an asset. Thus, with a fifty per cent depreciation rate, the successive 
annual depreciation deductions for an asset of $100 initial cost would be: 
$50; $25; $12.50; $6.25; ete. The job basis of depreciation, previously 
mentioned, gives greater latitude for high initial depreciation for special- 
purpose and single-purpose equipment. Adjustment of the rate of deprecia- 
tion inversely to the actual expenditures for repairs and maintenance actually 
accomplishes the results which the declining balance method attempts in 
theory; that is, it allows higher depreciation with low repair costs, and vice 
versa. For a continuing business with average replacements the yearly 
amounts of depreciation will be essentially the same, whether the straight 
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line or the declining balance method is used. It is, therefore, difficult to 
see any advantages in the declining balance method other than the fact that 
no asset can ever be fully depreciated or over-depreciated. 

The sinking fund depreciation method is infrequently used and finds its 
sphere of usefulness chiefly in the case of public utilities which are forced 
by law, or by ruling of public utility commissions, to maintain depreciation 
accounts upon this basis. The amounts set aside from income for deprecia- 
tion with this method are less than the amounts required by any other 
method for the retirement of a stated amount of capital in a given time, for 
the reason that interest earned by the sinking fund is applied to the ultimate 
retirement of capital in addition to the principai amounts set aside for depre- 
ciation, while with other methods only the principal amounts set aside for 
depreciation are so applied. There has been little or no serious advocacy of 
the sinking fund depreciation method in connection with income tax pro- 
cedure, and the method would be objectionable for a number of reasons, 
chiefly its complexity. 


GENERAL REQUIREMENTS OF BUREAU REGULATIONS FOR DEPRECIATION 
ACCOUNTING 


The capital sum to be replaced by depreciation allowances is the cost (or 
other basis recognized by the Revenue Acts) of the property with respect to 
which the allowance is made. Changes in market value other than those 
resulting from exhaustion, wear and tear, or obsolescence, are not accepted 
as a basis for determining deductions for depreciation. That is, an invest- 
ment in depreciable property is regarded by the Bureau of Internal Revenue 
as a prepaid operating cost returnable through deductions for depreciation 
over the useful life of such property. The deduction of an allowance for 
depreciation is limited to property used in the taxpayer’s trade or business. 
A depreciation allowance, in order to constitute an allowable deduction from 
gross income, must be charged off, either by deduction directly from the 
book value of the assets or by credit to a depreciation reserve account 
reflected in the annual balance sheet. The allowances should be computed 
and charged off with express reference to specific items, units, or groups of 
property, each item or unit being considered separately or specifically 
included in a group with others to which the same factors apply. The tax- 
payer should keep such records as to each item or unit of depreciable prop- 
erty as will permit the ready verification of the factors used in computing 
the allowance for each year for each item, unit, or group. (Articles 162, 
164, and 169, Regulations 69.) The deduction for obsolescence will be con- 
fined to such portion of the property on which obsolescence is definitely 
shown to be sustained and cannot be held applicable to an entire property 
unless all portions thereof are affected by the conditions to which obsoles- 
cence is found to be due. (Article 166, Regulations 69.) 


OBSOLESCENCE 


Obsolescence is allowed by law as a deduction from taxable income, as a 
part of or in addition to depreciation. Short-life depreciable assets gener- 
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ally terminate their periods of usefulness through wear and tear or corrosion 
and decay. Long-life assets have their terms of usefulness brought to a 
close principally through obsolescence in one form or another. Two principal 
types of obsolescence are generally recognized, the first a sudden loss of 
useful value brought about by some revolutionary change, and the second a 
gradual reduction of usefulness due to the cumulative effect of small 
improvements or changes no one of which is in itself sufficient to result in 
complete obsolescence. The first type of obsolescence can rarely be predicted, 
as to time of occurrence, and must be accepted as a loss in addition to depre- 
ciation, when it is operative. The second type is as certain as physical 
deterioration and its effects may be predicted with the same degree of cer- 
tainty. In the depreciation studies of the Bureau of Internal Revenue no 
distinction is made between gradual obsolescence and deterioration through 
wear and tear, decay, or other exhaustion. The depreciation schedules are 
based upon the estimated useful life in years which the experience and 
opinion of an industry indicate for each depreciable asset, regardless of 
whether the useful life is terminated by obsolescence or other deterioration. 


IreM RaTES AND COMPOSITE RATES 


The Bureau of Internal Revenue considers depreciation by items, or by 
groups of items having practically identical useful lives, to be the soundest 
basis of accounting. With this method losses are written off when particular 
items have actual useful lives less than the estimated useful lives upon 
which deductions for depreciation have been computed. When the cost of 
an item has been reduced to an estimated salvage value through deductions 
for depreciation, no further charge for depreciation of that item is possible 
with item accounting. Many taxpayers prefer to apply an average or com- 
posite rate of depreciation to their entire investment in depreciable property, 
which may comprise many dissimilar items with diverse expectancy as to 
useful lives. The Bureau of Internal Revenue has no objection to the use 
of composite rates of depreciation when such rates are determined as accu- 
rately as possible from the anticipated useful lives and from the actual or 
closely approximated costs of the items comprising the aggregate property, 
but sound accounting practice requires that when depreciation is allowed 
upon the basis of a composite rate no losses are allowable upon disposal of 
items of property. It is impossible to compute item losses by use of a com- 
posite rate, since, except by chance, the composite rate does not apply to 
any item of the total property; and with the use of a composite rate depre- 
ciation deductions for some items, whose useful lives have been underesti- 
mated, are continued after their entire cost would have been returned at 
item rates of depreciation. Thus, it is fair to assume that overestimates 
and underestimates of useful lives will balance when a composite rate of 
depreciation is employed, and that, since no profit is recognized by reason 
of excess deductions for depreciation when the useful lives of some items 
are underestimated, no loss should be recognized when the useful lives of 
other items have been overestimated. The preceding discussion of overesti- 
mates and underestimates of useful lives has no application to losses affect- 
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ing the property as a whole, and unforeseen contingencies such as fire, 
storm, sudden obsolescence, and other casualty, which losses should be con- 
sidered upon a proper basis with both the item and the composite rates of 
depreciation. 

The principal reason advanced for the use of a composite rate of depre- 
ciation is its simplicity. Some properties are also purchased as going busi- 
nesses, and the costs of component parts of the properties are unknown. 
Under such conditions it may be necessary to use an approximate composite 
rate of depreciation, temporarily at least. Even with a composite rate of 
depreciation determined by guess, it eventually becomes necessary to estimate 
the cost of each asset when it is eliminated from the property account and 
from the depreciation reserve, and it probably will be more difficult and 
more expensive to make this estimate in the future than at the time when 
a property is acquired. Unless separate statistical records are maintained 
and estimates of the useful lives of items are revised in the light of expe- 
rience, the accuracy of a composite rate is not subject to the check of actual 
experience, whereas an item rate is checked every time an item of property 
goes out of use. The composite rate of depreciation, properly determined and 
used, therefore, requires all of the basic information essential to the use of 
item rates of depreciation, and, in addition, the maintenance of special sta- 
tistical records if the composite rate is to be modified in the light of increas- 
ing or changing experience. 


UsEFUL LIFE IN YEARS THE BASIS OF ANY DEPRECIATION ACCOUNTING METHOD 


It will be noted that repeated reference has been made to depreciation 
stated in terms of useful life in years. Schedules listing items or classes 
of assets used by departments of an industry, and with the estimated aver- 
age useful life of each item or class of assets stated, will furnish a basis 
with which all methods of depreciation accounting may be compared, and 
such a schedule is the only one which will serve that purpose. 

A new asset with ten years’ useful life will have a ten per cent rate of 
depreciation, but if that asset is sold after five years’ use the buyer has 
an expectancy of but five more years of usefulness from the asset and 
requires a twenty per cent rate of depreciation. If one business and account- 
ing policy charges all costs of maintenance to current expense as repairs, 
another business and accounting policy which capitalizes some of the main- 
tenance charges, as replacements, must have a higher percentage rate of 
depreciation in order to retire its capital during the same useful life for a 
similar asset. Thus, percentage rates of depreciation unaccompanied by a 
detailed statement of accounting policy are meaningless, while no variation 
of accounting policy can alter the useful life in years. 

The schedule of depreciation rates in terms of useful life in years can be 
used directly for determining straight-line depreciation on an item basis. 
Straight-line depreciation on a composite basis—that is, upon the basis of 
an average rate for all assets rather than upon an individual rate for each 
asset—may be determined likewise if the cost of each asset is known. 
When the cost of items is not known it will be necessary to estimate such 
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costs and to approximate a composite rate of depreciation comparable to 
the item rates. To make such approximation, the items of property are 
listed which comprise the total property for which a composite rate is to be 
determined, and a value is carefully estimated for each item together with 
its estimated life, after which the approximate amount of depreciation by 
items may be determined. The sum of the approximate amounts of depre- 
ciation for all items divided by the sum of the approximate values of the 
same items will give a composite rate of depreciation which will correspond 
essentially to the item rates of depreciation, irrespective of whether or not 
the total approximate value used in the determination of this composite rate 
of depreciation conforms to the book value of the assets subject to depre- 
ciation. The amount of depreciation is determined by multiplying the book | 
value subject to depreciation by the composite rate of depreciation, as 
approximately determined. 

The adaption of the item schedules of “useful life in years” to the allow- 
ance of depreciation upon a unit of work basis is simple. The average num- 
ber of units of work per annum which may be expected from the asset dur- 
ing its useful life must be estimated, and the product of the estimated years 
of useful life and estimated units of work per annum gives total estimated 
units of work for each item. The cost of an item divided by the total esti- 
mated units of work which it will perform during its useful life gives the 
rate of depreciation per unit of work. Machine-hours of use, units of pro- 
duction, units of raw materials handled are all measures of units of work. 
In the Natural Resource Industries, the unit of production basis for depre- 
ciation has become the accepted income tax method of determining the 
depreciation of physical assets of longer life than the natural resources 
which they serve, and the machine-hour of work is rapidly becoming popular 
in cost accounting as a basis for depreciation in manufacturing industries, 
particularly those which have varied products and seasonal overtime work. 
In the depreciation studies of the Bureau of Internal Revenue both the 
straight line (unit of time) and the unit of work methods for depreciation 
are being developed in parallel, whenever this is possible. 


SALVAGE VALUE 


Salvage value is theoretically deducted from the first cost of a depreciable 
asset to find the amount subject to depreciation. Salvage value should be 
clearly defined as the net amount realized from the sale of an asset in excess 
of the cost of dismantling or removing the asset. Such net salvage value 
is seldom a thing of importance, rarely exceeding five per cent of the first 
cost of an asset. Assume that an asset has twenty years’ expected useful 
life. An error of one-quarter of one per cent in the rate of depreciation 
would exceed the maximum possible salvage value, or, stated otherwise, one 
year’s variation in the useful life is as important as the salvage value in a 
determination of the yearly amount of depreciation. Useful lives of assets 
cannot be estimated with any such degree of certainty, and the general 
opinion expressed by industry is that net salvage value is closer to zero 
than to five per cent. It has been recommended to the Bureau of Internal 


()) 
| 


172 The Accounting Review 


Revenue that it might permit taxpayers to ignore salvage value and to depre- 
ciate entire first costs of most assets, with resulting simplification of depre- 
ciation accounting. 


Losses IN ADDITION TO DEPRECIATION 


Uncompensated losses by reason of fire, storm, and other casualty are 
clearly distinct from and not covered by deductions for depreciation, and 
are allowable in addition to depreciation to the extent of the actual loss. 
(Article 141, Regulations 69.) 

Breakage is sometimes caused by cumulative wear or corrosion, but gen- 
erally may be attributed to inherent defects, overloading, carelessness, or 
‘ other unforeseen contingency. Accounting opinion seems to be fairly agreed 
that losses by reason of accidental breakage should be treated in the same 
manner as other losses and charged off in the year in which they occur, 
irrespective of the depreciation accounting method employed. 

Losses by reason of sudden obsolescence are treated by the Bureau of 
Internal Revenue in the same manner as other losses, except that when 
sudden obsolescence can be definitely anticipated the deduction on this 
account may be charged off during a short period before an asset is scrapped 
by reason of the obsolescence. (Article 148, Regulations 69.) 


ALTERATIONS 


Alterations must also be considered in connection with depreciation 
accounting. An office building requires continual alteration of partitions, 
corridors, floors, and other component parts to suit the needs and tastes of 
specific tenants. These alterations may add nothing to the value of the 
building nor to its useful life. The alterations made for a specific tenant 
should be charged against the rental of that tenant; that is, the cost of 
alterations should be depreciated during the term of that tenant’s lease. 
Recommendations have been made to the Bureau of Internal Revenue that 
when alterations for tenants are made in approximately equal annual amounts 
such alterations should be charged to repairs and maintenance. Alterations 
of buildings to meet expanding business are frequently made by their owners. 
Theoretically, the undepreciated cost of the portion of the building which is 
torn out and the cost of tearing it out are losses or costs chargeable to cur- 
rent expense. The cost of installing the new portions of the building is 
added to capital returnable through depreciation. Buildings are frequently 
purchased with land, not because the buildings are wanted but because the 
land is needed for a new building. The purchaser includes the cost of 
buildings so purchased and the cost of their demolishment as cost of the site 
for the new building. (Article 142, Regulations 69.) If the owner of the 
buildings decided to demolish them and to erect a new building in their 
place, he would be required to write off the undepreciated cost of the old 
buildings—and possibly the cost of their demolition—as a loss. A greater 
similarity of treatment as between the owner and the buyer of a prospective 
site for a new building seems desirable to many real estate owners. 
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EFFrEcT OF VARIATIONS IN RATE OF PRODUCTION UPON RATES OF DETERIORATION 


In some industries the deterioration of portions of the plant facilities, or 
even of entire plants, will be as great or greater when the plants are idle 
as when they are in operation, especially when there is little or no expendi- 
ture for maintenance during periods of idleness. This is especially true 
when corrosion and decay are the principal elements of deterioration. If, 
on the other hand, wear and breakage are the main causes of deterioration, 
and the depreciable properties are protected from corrosion and decay 
through adequate maintenance, there will be little or no deterioration during 
periods when the plants are idle, but normal obsolescence will proceed whether 
or not the plants are in operation. 

Most industries will be able to ascertain a certain percentage of rated 
plant capacity which is a normal rate of production. A statement of adjust- 
ments to normal rates of depreciation, which will be reasonable as the rate 
of production departs from the normal, will be desivable in connection with 
the straight-line basis of depreciation. When the unit of production depre- 
ciation method is employed, it may be desirable to state the basis which 
should be substituted for depreciating idle assets. 


MAINTENANCE IN RELATION TO DEPRECIATION 


Repairs arrest or lessen deterioration on account of wear and decay. The 
Regulations recognize that this is true, and state that in estimating the 
allowance for depreciation “Due regard must * * * * be given to expenditures 
for current upkeep,” but that “property kept in repair may, nevertheless, 
be the subject of a depreciation allowance.” (Articles 161 and 163, Regula- 
tions 69.) “The cost of incidental repairs which neither materially add to 
the value of the property nor appreciably prolong its life, but keep it in an 
ordinarily efficient operating condition, may be deducted as expense, pro- 
vided the plant or property account is not increased by the amount of such 
expenditures. Repairs in the nature of replacements, to the extent that they 
arrest deterioration and appreciably prolong the life of the property, should 
be charged against the depreciation reserve if such account is kept.” (Article 
104, Regulations 69.) It is only the cumulative effect of wear and decay 
that necessitates repairs and replacements. Repairs and replacements are 
periodic, while wear and decay are constant. It is generally true that cur- 
rent deterioration is less when repairs and partial replacements are made 
than when they are not made, and that in some cases the extent of deteriora- 
tion may be entirely arrested by repairs. Yet, at times, it is possible that a 
physical property may be rejuvenated by repairs which counterbalance wear 
and breakage; that it may be maintained at 100 per cent of its initial pro- 
ductive efficiency: that it may be entirely protected from corrosion and 
decay by means of repairs; and that it may still depreciate steadily in useful 
value on account of gradual improvements in more modern types of similar 
depreciable assets, or on account of growing inadequacy to the needs of a 
particular business, or on account of changes of style or custom. 

It is also possible that a very small deterioration in usefulness is sufficient 
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to cause the replacement of a depreciable asset, either because it becomes 
unsafe, or because it causes a loss of time which is disproportionate to the 
cost of a replacement, or because the use of a new type of the same asset 
will yield a sufficiently greater profit to pay the additional depreciation and 
interest charges which its installation would necessitate. 

With depreciable assets of long life which have been in use for a number 
of years, the repair and maintenance charges for the aggregate depreciable 
assets employed in the business may be approximately constant, but it is 
probable that more repairs are undertaken in periods of business depression 
than in periods of unusual business activity. If depreciation is charged in 
equal annual amounts the combined charge for depreciation and repairs will 
be insufficient in times of business activity both because wear is greater 
and because repairs are less extensive. The obverse is frequently true for 
periods of inactivity in business. 

The cost of maintenance will almost invariably be at the minimum when 
a depreciable asset is new and will increase progressively as the asset ages. 
If there is a fairly constant proportion of new to old items in the total prop- 
erty subject to depreciation, the repair and maintenance costs will also be 
rather uniform in annual amount, but for properties composed entirely of 
new or of old items the variance of maintenance costs with age of assets is 
a matter for serious consideration. 

The Bureau of Internal Revenue desires but does not require that normal 
maintenance costs be determined in connection with the determination of 
the normal useful lives of depreciable assets. It will be preferable to have 
normal costs of maintenance determined by items or classes of items, but in 
the event that the accounting records of an industry do not permit such 
detail the statement of maintenance costs by departments of the industry 
will be very helpful. 

Current costs for the same amount of repair and maintenance will vary 
with current economic conditions as reflected in wage and price levels. If 
normal maintenance costs are determined as definite amounts or as percent- 
ages of the first costs of the depreciable assets to which they apply, the price 
and wage levels should be indicated for which the stated amounts of main- 
tenance are normal. A more desirable method would be to state normal 
costs of maintenance in terms reflecting current variations in economic 
conditions. 

It is believed that the costs of maintenance in most industries will be 
found to be a fairly uniform percentage of total operating costs, or to vary 
proportionately with some item of the total cost, such as the labor or the 
supply cost, dependent chiefly upon whether labor or supplies constitute the 
principal cost of maintenance or whether both exercise approximately the 
same degree of control over costs of maintenance. If the relation of main- 
tenance to total operating costs or to items of operating costs can be deter- 
mined for an industry, it would be possible to determine with reasonable 
accuracy whether maintenance charges for an individual taxpayer of the 
industry have been normal or abnormal in any year, regardless of the 
amount of such charges. 
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In the event that normal maintenance standards cannot be established by 
an industry, individual taxpayers of that industry may avail themselves of 
the opportunity to establish individual standards for maintenance which 
may be used for the adjustment of amounts of depreciation during periods 
when maintenance charges are abnormal. 


COMBINED DEPRECIATION AND MAINTENANCE ACULOUNTS 


Division of maintenance expense into current expense and capital accounts 
is a troublesome problem of accounting. The determination of a rate of 
depreciation sufficient to provide, not only for the amortization of the cost 
of a depreciable asset at the end of its useful life, but also for the mainte- 
nance of that asset during its useful life, might be desirable. All costs of 
repairs and replacements would be paid from the depreciation reserve should 
such a rate be used. A combined charge for depreciation and maintenance 
would be but a portion of the rental for a depreciable asset, such as the 
machine-hour rental charge to each job for the use of each asset which is 
gaining favor with cost accountants in many industries. Repairs of almost 
any nature add to the value of an asset, and the payment of repair charges 
from a depreciation reserve is not necessarily a combination of current 
expense and capital accounts. Theoretically, the charge per unit of use for 
a depreciable asset should be a proportionate amount of the total cost for 
the use of that asset during its entire useful life; and the elements of repairs, 
replacements, and depreciation, including obsolescence, are all portions of 
that total cost. A combined charge for depreciation and maintenance per 
year, per unit of product, per hour of use, or for any other recognized unit 
of measure, would necessarily be adjusted from time to time with changing 
economic conditions. The Commissioner of Internal Revenue has authorized 
the study of combined charges for depreciation and maintenance, with the 
object of ascertaining whether or not such charges can be determined with 
sufficient accuracy for use in connection with income tax returns. 


SUMMARY 


By authorization of the Commissioner of Internal Revenue, studies of 
depreciation and related subjects are being undertaken by the Bureau of 
Internal Revenue in codperation with nationally representative organizations 
of industry. The scope of any study will be determined by the industry 
making the study, but minimum requirements are a statement of useful life 
in years by items or classes of items used in the industry, together with a 
statement of accounting policy in connection with depreciation matters. 
Each industry coédperating with the Bureau of Internal Revenue is estab- 
lishing self-regulatory standards for depreciation. These studies were author- 
ized for the purpose of securing equity and simplicity in the audit of income 
tax returns, after nearly ten years of satisfactory experience with similar 
agreements between certain industries and the Bureau of Internal Revenue. 

The Commissioner of Internal Revenue believes that, in formulating any 
policy to be adopted with respect to depreciation deductions or charges for 
combined depreciation and maintenance, provision should be made for 
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increases or decreases in rates during periods when it can be shown by 
affirmative evidence that changes in normal rates are warranted. 

It is hoped that these studies may lead to some conclusions as to prac- 
ticable methods whereby average depreciation rates, or average costs for 
combined depreciation and maintenance, may be determined together with 
normal maximum and minimum rates, with due regard to changing economic 
conditions, variable expenditures for maintenance, and supernormal and sub- 
normal rates of production and their effect in changing such average rates 
from year to year. 
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TRAINING CLASSES IN THE INCOME TAX UNIT 


By J. W. Burrs, Bureau of Internal Revenue 


Back in 1917 and 1918 at the time that invested capital proposi- 
tions were worrying the taxpayer, the country was full of clerks 
who thought they were bookkeepers; it was also full of bookkeep- 
ers who thought they were accountants; and then there were a 
number of actual, honest-to-goodness accountants, but the number 
was limited. The Internal Revenue Bureau needed accountants and 
many of them. The real accountants were already employed in the 
commercial world at salaries which did not make government sti- 
pends look alluring to them. Of course, there were exceptions. 
Some very able accountants came into the service but the number 
of those that came was so small compared to the needs that some- 
thing had to be done to augment the force of accountants quickly. 

The income tax law as it was framed in 1917 and 1918 brought 
into existence a new profession. Proficiency in this new profes- 
sion required a knowledge of two subjects—accounting and tax law, 
and the two had to be merged. It not only required a knowledge 
of accounting but it required a knowledge of accounting from the 
viewpoint of the tax law and the Treasury Department. To create 
members of this new profession was the work of the Training 
Section. 

At that time there were but few American accounting books on 
the market. Some of them were very good books, but their very 
existence was unknown to any save a few. There was no way by 
which the Training Section could require students to purchase 
books and there was no means available for their purchase by the 
Bureau of Internal Revenue. Even had they been purchased, good 
as they were, they would have fallen short of the requirements of 
such a textbook as was needed. The available books presented many 
angles of the subject of accounting that could not be accepted by 
the Bureau, and many angles in accounting were entirely ignored 
in these same treatises. The first work of the Section, therefore, 
was to create text matter. 

In 1918 a series of mimeographed texts were hurriedly produced 
by a member of the Training Section. These were better than no 
texts, but, like the printed texts that were on the market, they 
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taught only general accounting from the then prevailing accounting 
viewpoint. Later, a new set of texts was written that embodied 
accounting principles as viewed by the Bureau. Next was written 
a set of texts on invested capital accounting that showed the stu- 
dent how to amalgamate excess profits tax and income tax ideas 
with accepted accounting principles, as these principles were de- 
termined by the Bureau. Then from time to time were issued 
a large number of texts on many subdivisions of the subject—texts 
on all phases of tax law, texts on all phases of accounting from the 
most elementary bookkeeping to the most advanced consolidation 
accounting. Texts were prepared on affiliations, cost accounting, 
and commercial law. Upwards of 30,000 pages of text matter and 
quiz matter have been prepared by the Training Section and those 
affiliated with it. 

Consolidation accounting was scarcely known prior to the advent 
of invested capital considerations, and as it exists to-day may be 
said to have been created by the income tax law. Prior to that 
period nothing was in print on consolidation work other than the 
most elementary matter. It was developed almost wholly by the 
Training Section, and the one who did the lion’s share of that de- 
veloping was a member of the American Association of University 
Instructors in Accounting, Dr. Newlove. 

But had the texts been ideal, had they been as nearly perfect as 
human endeavor could make them, they still would have been in- 
adequate for the work we had in hand were it not for the peculiar 
methods adopted in teaching. A regular accounting course covers 
a period of three to four years. We had to teach accounting in 
from thirty-five to forty-five working days. In most cases the per- 
sons to be taught were only bookkeepers and some of them not of 
a very high grade. How was it done? First, an examination was 
held by the Civil Service in which only those who could properly 
qualify as having a considerable knowledge of accounting could 
participate. How some of them qualified is a mystery, judging 
from the answers they gave to many of the questions. They all 
claimed to have had two years actual double-entry work and to 
have been in charge of making up profit and loss statements. Many 
of them stated that they had many years of experience in all kinds 
of accounting, and upon these statements they were permitted to 
write the examination. Time permits me to cite only a few of the 
many amazing answers given. In answer to the question, “What 
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is treasury stock?” some have said that it is “stock issued by the 
United States Treasury and guaranteed by liberty bonds.” In 
answer to the question, “Which would you prefer as a bonus, a share 
of treasury stock or a share of unissued stock, and why?” some have 
said, “Unissued stock because it is stock outstanding and entitled 
to dividends.” Others have stated that they would prefer the un- 
issued since to take treasury stock would reduce net worth. In 
answer to the question, “What is a liquidating dividend?” we have 
had the statement that it is “a dividend paid in cash that slowly 
dwindles away.” In answer to the question, “What is a secret 
reserve?” we have had the answer, “a pair of suspenders in addi- 
tion to a belt.” These are not exceptional answers. Many, many 
hundreds of answers to these questions and other answers equally 
ridiculous have been found in the papers of examinees and they 
were not all found in the papers of men who failed to pass Civil 
Service. 

When I assure you that the Civil Service examinations were easy, 
some of them extremely easy, not even difficult bookkeeping exam- 
inations, and that for an examinee to be given eighty per cent was 
unusual, you will se that the personnel of the classes was not of a 
very high order from a technical viewpoint. Of course, many good 
men came into the service through these examinations along with 
many who did not know much more about bookkeeping that Solo- 
mon knew about an automobile, and the very best men who came 
in needed our training course to the end that they might properly 
apply accounting principles to income tax procedure, for in that 
day some able accountants entertained very peculiar views about 
some features of accounting. For that matter some able account- 
ants still do. To cite an illustration: There are some splendid books 
on accounting on the market to-day that tell you that treasury stock 
is an asset; in fact one of the ablest authorities in this country 
still tells us in one of his books that treasury stock is at least a 
potential asset. 

How did we train them? In 1918 thousands of persons came into 
the Bureau as the result of an oral examination, which, to say the 
least, was perfunctory. It was in no sense a test of technical skill; 
yet these people were immediately assigned to field service to in- 
vestigate tax cases. Some of them certainly did wonderful work 
but the work of many others was not very satisfactory. Late in 
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1918 and early in 1919 these people were brought to Washington in 
groups and given the best training possible, which is not saying a 
great deal. It was earnest and conscientious enough but the brief 
experience of the instructors in the practical workings of income 
tax law did not make them fully qualified to instruct. The results 
were such as to cause thousands of taxpayers to complain, and the 
administration of the income tax law came to be in bad repute. 
However, after seven years of house-cleaning and experience, the 
situation has been greatly improved and the attitude of taxpayers 
has changed accordingly. 

Back in 1920 we had a series of classes known as the forty-five- 
day training classes. Men who had come in through Civil Service 
were brought to Washington, put in these classes, and given a 
forty-five-day training. They wrote an examination, and, if they 
failed, they could try it over for another forty-five days and if they 
again failed they retired to private life. If they passed, they were 
either assimilated by the Unit here in Washington or sent to the 
field. Failures were in the neighborhod of thirty-five per cent. 
These classes were not entirely satisfactory due to the fact of dual 
control. The Training Section instructed them, another section 
(now out of existence) had the admihistrative control. In 1922 
another series of classes was started known as “field training 
classes.” Every thirty days and for a while every fifteen days, for 
two years or more, a new class came in, ranging from sixty to one 
hundred seventy-five persons. These classes were more successful. 
Complete control was centered in the Training Sction. Twenty- 
four instructors and as many assistants were picked to handle 
them. A group of men of from eight to twenty was placed under 
an instructor. Each instructor taught only the thing that he knew 
best and the groups were constantly being shifted from one in- 
structor to another. Not much of any one topic was discussed at 
a time; we gave only homoeopathic doses but gave them at frequent 
intervals. “One point at a time” was always the motto. The men 
were drilled all day long in what we thought were the things they 
most needed drilling in. They were given this intensive drilling for 
forty-five working days and then an examination. If any failed, 
they could take it once more. The second failure eliminated them, 
but there were few second failures under this new method of train- 
ing. Many of the classes actually passed the first examination one 
hundred per cent. It became so common for almost all of the men 


Training Classes—Income Taw Unit 181 
to pass a first examination that one of my superiors advanced the 
idea that our examinations were too easy as compared with the 
examinations that had been given to the old forty-five-day training 
classes. I told him I did not think so; that I thought they were 
more difficult than the old examinations and was willing to put it 
to a test. For the next class one of the old examinations was given, 
and not one of the men had an opportunity to know anything about 
the contents of that examination in advance. Every man in the 
class passed. 

These men were worked in the classes as they never worked in 
any school before. For seven full hours they were drilled and 
drilled and drilled and they were given enough home work to keep 
them busy until late in the night. Of course, they could not have 
kept this up for any great length of time; it would have been 
humanly impossible. They were told when they came just what to 
expect in the way of hard work. They all accepted the dictum 
graciously and went to work with a willingness seldom seen in the 
mass in the school room. 

How were the instructors selected? First, I selected a list of 
prospective teachers suggested to me by various persons in the 
Bureau. Their personnel record was examined and the men were 
interviewed and the final selections were based on four points: first, 
ability to teach a particular subject; second, willingness to work; 
third, personality; and last and least, general knowledge of the 
subject. That may seem odd to you who are accustomed to meet- 
ing nothing but C. P. A.’s and Ph. D.’s, but it gave us results. 
When I desired a teacher in analytical accounting, I would try to 
find some one who knew exactly how to find a missing element in 
a problem, even though he did not know the meaning of cost ac- 
counting, for example. Such a person would be put in charge of a 
group in analytical accounting and would be permitted to teach 
nothing else. The instructors were graded and assigned along these 
lines. 

Of the first seven hundred sixty men sent to the field from those 
1921 and 1922 training classes only fourteen were let out at the 
end of the six months’ probationary period and of the fourteen 
eleven were dismissed for falsifying their expense accounts, and 
but three for inefficiency. 

In the field service schools we not only taught elementary ac- 
counting, but we taught constructive accounting, analytical ac- 
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counting, consolidation accounting and affiiliations, all, of course, 
as applied to the audit or investigation of income tax cases. 

In addition to these schools the Training Section has always 
conducted evening classes—classes that meet after working hours 
and that are taught by volunteer instructors who get no material 
recompense. These classes have always been largely attended— 
during the years when the turnover was great in the Bureau we 
had waiting lists consisting of hundreds of names. Many hun- 
dreds of employees received their accounting knowledge and knowl- 
edge of income tax law through these evening training classes. 
Previously they were file clerks, stenographers, and typists. They 
desired to better their position and took these courses, passed an 
examination, and were admitted to the audit. Later, to fulfill the 
requirements of Civil Service, they wrote and passed a Civil Service 
examination in the practice and theory of accounts. 

In addition to the day schools and the evening classes we con- 
duct extension courses in all of the subjects previously named. 
These courses are taken by revenue agents in the field and by other 
employees in the revenue agents’ offices, by deputy collectors, and 
other employees in the collectors’ offices. We have had, in the past 
at one time, more than 5,500 people taking the extension courses. 
The number at present is not so great due to the fact that some 
have completed the courses but there still are more than 4,000 
Bureau employees taking the extension courses. 

In addition to the day schools held in Washington the Training 
Section frequently sends a corps of instructors to the field for the 
purpose of conducting a two-weeks’ school in the office of a revenue 
agent in charge or in the office of a deputy collector. 

In the past our tax law courses were theoretical—they could 
not have been otherwise, written as they were without practical 
experience at a desk in Washington. This criticism was occasional- 
ly advanced by men of practical experience and we have had to 
admit that the criticism was justifiable. To overcome this objec- 
tion, however, the Training Section has made a careful survey of 
the field, has selected a vast number of tax cases that are typical 
of each class of business in the country, and also that exemplify 
the working out of accounting principles. These cases have been 
taken as the basis for what is actually a practical course in in- 
come tax law and accounting as applied to income tax law. To 
indicate the character of these cases: We go to the field and select 
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an actual case as written up by one of the best agents in the field. 
We produce his report without change, except names, and then 
go on to explain why the agent applied certain principles and ar- 
rived at certain conclusions and then we ciie the law or account- 
ing features that back him up in his conclusions. This course has 
become tremendously popular throughout the field. In some of 
the divisions it is being taken by one hundred per cent of the men 
including the agent in charge notwithstanding the fact that many 
vt these men have completed all of our previous courses. 

The Training Section believes that the records will show that it 
has been successful to a marked degree. This success has not been 
the result of any one thing or of any one person, but is due to the 
fact that every member of the Training Section is in love with his 
work and believes in the Section. Those ever in the Section who 
did not have that state of mind are no longer in it; others took 
their places long ago. 
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THE PROBLEM METHOD IN THE BEGINNING COURSE 


By L. A. Scumipt, Marquette University 


Many teachers of accounting feel that the present methods of 
instruction in their field leave much to be desired. Apparently, 
the necessity of keeping the content of the curriculum up with 
the rapid expansion of accounting theory and practice has resulted 
in less attention to the more purely pedagogic aspects of accepted 
fundamentals than is desirable. 

The well-nigh universal acceptance of some variation of the 
balance sheet approach was an inevitable step in the right direc- 
tion. Insofar as it gets away from the older apprentice methods 
of doing without understanding and emphasizes methods of logical 
presentation it is pedagogically sound. But insofar as it leads 
toward new methods of understanding without doing it is ped- 
agogically fallacious. 

It is the author’s observation that very few accounting students 
retain the gist of lecture, reading, or discussion unless the subject 
matter thereof is also embraced in concrete problems worked by 
the student. Even careful illustrations in the lecture or reading 
are apparently of little avail unless immediately backed up by con- 
crete problems worked by the student. The theoretic value of 
problems is denied by no one, and the newer texts are certainly 
better supplied with problems than the earlier ones. In spite of 
this improvement, it is the writer’s contention that even the present 
use of problems is far less than it should be. The newer account- 
ing texts are becoming more and more voluminous. The students’ 
time is subject more and more to the demands of extracurricular 
activities, until the old rule of “two hours preparation for each 
hour of class” is a myth for most courses. The result is—when 
the usual textbook is covered in a year—that the problems at- 
tached to chapters or in the appendix are often barely sampled. 
This is true both as to the students’ outside time and as to the 
use of actual classroom time. 

In many advanced courses, especially in advanced C. P. A. re- 
view courses, the use of a strictly problem method is clearly the 
answer to the objections raised above. It is here contended that 
the problem method can also be used in beginning courses in ac- 
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counting and that its use will be attended with greatly increased 
efficiency of instruction. In a sense, the difference in method is 
one of emphasis only, but when the emphasis goes to the extreme 
that the writer has in mind an essentially new method evolves. 

The writer’s own experiment has developed gradually. At first 
the idea of specially graduated problems was used to reinforce a 
certain standard text at one particular point—adjusting entries. 
Later a whole series of graduated problems was used paralleling 
the same text—the text was still given as assigned reading, but 
discussions in the classroom revolved solely about the series of 
concrete problems. 

The final step in the evolution of the experiment was the dis- 
carding of the old text as a formal part of the course. This ne- 
cessitated the writing of more explicit instructions for each new 
group of problems. “Instructions” is perhaps not the word— 
“statements of principle to accompany each type of problems”— 
would probably be accurate. At present the whole first-year “text” 
used at Marquette University consists of 150 pages, 814 x 11 inches, 
of single spaced mimeograph. Not more than twenty-five or thirty 
per cent of this is text proper; the rest is problems. The resulting 
division of the students’ outside time is fully ninety-five per cent 
to the problems and five per cent or less to the text. Class time 
is given formally entirely to the problems and the principles under- 
lying are discussed only as required by the problem. Practically, 
this does not involve any disregard of principles, but effects their 
presentation in the manner in which they are best comprehended 
and retained by the student. The students are given constant op- 
portunity to ask questions. Their requests for additional enlight- 
enment are met with additional impromptu illustrations. Need- 
less to say, chalk, blackboard, and eraser play an important part 
in the classroom procedure. 

The efficacy of a problem method naturally depends largely upo 
the problems used, so it may not be a presumption if the author 
briefly describes the nature and sequence of problems that he has 
found most useful. 

The balance sheet approach lends itself perfectly to the problem 
method. In the present effort the author has used a balance sheet 
approach par excellence. “Approach” may be taken to mean es- 
sentially “introduction.” In the sense used here, however, it means 
much more. Not only is the introduction through the balance sheet, 
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but the entire course is vitalized by constantly tying up each step, 
each account, each device, to the primary balance sheet classifica- 
tion to which it is related.* Wherever possible, the problem pro- 
ceeds from balance sheet to balance sheet, i. e., it embraces the 
whole accounting cycle, and while this sometimes involves greater 
bulk in a problem than would otherwise be necessary, the author 
feels that it is the only practicable way of unifying in the student’s 
mind the various parts of the complete accounting structure. 

Another feature of the author’s experiment is the greatly ex- 
panded use of simple “T” acounts. Throughout the first year’s 
work no formal ledger rulings are used. Dates, posting references 
and explanatory notations, etc., are practically dispensed with in 
the ledgers. It is then possible to keep the whole general ledger on 
one sheet of paper with the accounts in their natural groups. This 
natural or schematic grouping of accounts upon the face of the 
ledger is the greatest possible aid to students in visualizing the 
essential relationships between accounts—and that is the real back- 
bone of accounting. 

To get even greater assurance of correct fundamental relation- 
ship concepts the author postpones all consideration of books of 
original entry until the complete story of closing and adjusting 
entries has been told—until half a semester’s work has been done 
with direct entries in simple T account ledgers. 

A brief review of the sequence of problems used to effect the gen- 
eral objectives above presented may now be in order. 

The first two sections of problems given present the balance sheet 
itself—matters of definition and form. Sections III and IV de- 
velop the idea of transactions, recording changes of the three basic 
types (and combinations thereof) directly in the balance sheet. 
Section V develops T accounts for balance sheet items, the whole 
set-up being on one sheet of paper, + and — signs at the head of 
each account. 

Section VI definies expenses and incomes—recording them still 
directly in the capital account. Section VII expands the capital 
account—setting up T accounts for eight or ten expenses and three 
or four incomes, and requires the closing of these accounts with 


* On reading “The Economic Accounting Approach,” by C. D. Lazenby, in the 
December AccoUNTING Review, the writer was struck by the close simi- 
larity of the approach there described to his own. 
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an Expense and Revenue account as a meeting place. So far each 
problem has begun with a balance sheet, required the recording of 
transactions, and the drawing up of a final balance sheet. 

Through Section VII each sale was broken immediately into its 
cost and profit elements; in Sections VIII and IX the usual forms 
of handling merchandise transactions are developed. Section X 
requires preparation of the trial balance and profit and loss state- 
ments. 

In the next five sections adjusting entries are treated. The T 
account ledger as of December 31 is in each case given and adjust- 
ments (direct to T accounts of course), closing entries, balance 
sheet and profit and loss statement are called for. The apparently 
disproportionate time spent on adjusting entries (ten or twelve 
class periods) is justified in that these problems give a splendid 
opportunity to clarify the students’ understanding of the flow of 
values among the assets, expenses, liabilities, income and capital. 
The effecting of an accurate record of this flow, we have been 
pleased to call the “mechanics of accounting.”* 

Sections XVI to XX are developments in technique. XVI is the 
simple journal; XVII introduces special columns to facilitate post- 
ing, a five-column journal being the sole book of original entry. 
XVIII further illustrates the special column and introduces con- 
trolling accounts. XIX introduces specialized books for sales, 
purchases, cash receipts and disbursements. XX uses books of 
the same title but complicates each with several special columns 
and adds an expense control account with subsidiary ledger. XVII 
to XX are essentially “sets,” each comprising a complete account- 
ing period, opening with a balance sheet and supporting schedules, 
and finally calling for complete statements. Actual time required 
for students to work these problems varies from about four hours 
for XVII to ten or fifteen hours for XX. The student devotes con- 
siderably more than his two hours a day to his accounting during 
this part of the semester. In all of these problems the student 
rules his own books on ordinary plain 81% x 11 inch paper, work- 
ing from rough blackboard suggestions and from written descrip- 
tion in the text. This is invaluable practice. 

Sections XXI and XXII treat notes receivable and payable and 
notes receivable discounted. Section XXIII takes up bad debts and 


* Title of the mimeograph used at Marquette University. 
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consists of several short problems and another complete “set” fea- 
turing bad debts practice. Section XXIV completes and sum- 
marizes the first semester’s work in the form of four substantial 
working sheet problems. 

The second semester’s work, twenty-six sections, breaks into four 
main groups: seven sections on partnership problems, eleven sec- 
tions on corporation problems, five sections on depreciation prob- 
lems and three on miscellaneous problems. Each section has from 
two to ten separate problems; the final problem for the semester is 
again a long problem or “set.” 

Problems are assigned for outside preparation every day except 
on examination dates and one or two review days. These problems 
are handed in at the close of the class period and are never accepted 
late. Every problem is “checked in” by the instructor and from 
twenty to thirty per cent are graded and returned to students. 
Students are strongly advised to work absolutely independently in 
their daily preparations. Frequent fifteen-minute written quizzes, 
two one-hour examinations, and a final examination of two hours 
keep the students on their toes and give a basis for final grades. 

Our experiment with the problem method in the first-year 
accounting course is now in its third year. Probably it is too early 
to claim that it is a complete success at present. Several results 
of interest have, however, been clearly demonstrated to date. First, 
the students’ attitude toward the course is one of excellent coép- 
eration. Practically every student puts in at least two hours of 
preparation for each hour of class, many put in considerably more 
time, and this without grumbling. Second, the definiteness of the 
day-to-day work enables the student to recognize his actual attain- 
ment or lack thereof. Withdrawals of the very weak students are 
common during the first semester. This and the “casualties” at 
the end of the first semester eliminate practically all the unfit from 
entering the second semester. The effect upon the survivors is 
marvelous. 

In addition to these specific gains, it is the author’s opinion that 
the experiment has attained, in no small degree, its major aim—a 
better command of accounting fundamentals by the end of the first 
year’s course. 


THE PLACE OF ACCOUNTING IN THE COMMERCE 
CURRICULUM 


I 


The history of accounting instruction in the School of Commerce, 
Accounts and Finance at New York University is an interesting 
story, and I shall devote a few moments to it because it will form 
the background of my discussion. 

The School was organized mainly through the efforts of the New 
York State Society of Certified Public Accountants. Members of 
this organization were among its first instructors in accounting; 
including Haskins, Sprague, and Hardcastle, to mention only three 
who have passed out of this life. While the emphasis placed upon 
accounting was substantial, yet the course of study was not by any 
means narrow or provincial. The most effective teaching in the 
early days was in the courses in accounting and law. The major 
interest of the first groups of students was in the field of accounts, 
and this continued for many years in spite of the fact that an 
occupational survey of graduates reveals that a large percentage 
finally engaged in other work. 

As the courses in other departments became more perfectly 
organized, these attracted other students, and a liberal elective 
system permitted a wider selection of courses, with the result that 
the percentage of course enrollments in accounting has continu- 
ously declined in spite of the fact that additional courses in 
accounting have been added from time to time. 

During the past three years, our faculty has devoted a great deal 
of effort in the work of a self-survey. The study of the curriculum 
is not by any means complete, but we are satisfied that our 
researches have been profitable and that we are headed in the right 
direction. 

Our course leading to the Bachelor of Science degree is not one 
that we would adopt if left to our own decision. It is practically 
dictated by the State Department of Education and is designed to 
meet the State requirements in the cases of those who are to enter 
law schools upon graduation or who intend to engage in teaching. 
The course meets the requirements of the Court of Appeals in the 
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case of those who desire to avoid the fourth year in the study of 
law (the clerkship). It also meets the licensing requirements for 
teaching commercial subjects in the high school system of the state. 

In working out the course leading to the Bachelor of Commercial 
Science degree, we were free to experiment to our hearts’ content. 
The result has been a careful study of the needs and requirements 
of students who wish to major in any special field of business activ- 
ity. The first year under the program is practically prescribed. 
There is, however, just enough privilege of election to meet the need 
of those students who come to us in the first year with a dominant 
intellectual interest. At the end of the first year, there will always 
be a high degree of mortality. Every student will have had at 
least the fundamental course in economics. I believe that we are 
on sound ground in our insistence that economics shall be required 
of all first-year students. 

With the beginning of the second year, every student is expected 
to place himself under the jurisdiction of some one department. 
His program of study must be approved by the head of that depart- 
ment. He is required to complete one major and two minors. How- 
ever, the major and minor requirements are not so rigidly drawn 
as to prevent a desirable degree of elasticity. The department 
chairman in which the student is majoring may count, as a major 
or as a minor, a course in any other department. This provision 
recognizes that the line of demarcation between departments is too 
nebulous to be drawn with any degree of certainty in our field of 
work. But the principal point to be noted is that the student 
becomes the centre of the whole scheme and his selection is guided 
by an experienced professor after consultation. 

At the end of the second year, the student again consults with 
his professor in planning the work for the third year. If it appears 
desirable, he may then be placed under the jurisdiction of another 
department. Such modification in his program as may be required 
under the circumstances is permitted by the elasticity of the major 
and minor requirements. But again it should be noted that either 
one or two department chairmen have become responsible for the 
student’s choice of subject matter and the whole educational effort 
of the School centres upon the individual student. In the third 
and fourth years, the exceptional student has an opportunity to do 
honor work. The best of our product will be encouraged to pursue 
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their course in the Graduate School of Business Administration for 
at least a Master’s degree. 

It will be noted that this development will necessarily have a 
tendency to diminish the emphasis on accounting. Moreover, as 
the science of business has pushed into new fields, we are in the 
position that engineering schools have reached long before us, in 
that we discover that a period of four years is scarcely long enough 
to include all the subject matter that imperatively demands a place 
in the course of study. 

With this foreword, let me state briefly the position of accounting 
in our new programs of study. At least one course in accounting 
is required of all students except those who have no professional 
objective. These students may be required to take a course in 
accounting by the department chairman under whom they do their 
work in the major, but it is possible (though hardly probable) that 
this group may not take any accounting during the four years. 
Students majoring in economics, for example, will take accounting 
either as a minor or as an elective. Students majoring in journal- 
ism will not be required to take more than one course in accounting 
and that usually as an elective. The same is true of students major- 
ing in marketing or in foreign trade. Since all students are required 
to take a course in budgets during the senior year, it necessarily 
follows that the department chairman, under whom the students 
in journalism, economics, foreign trade, or marketing do their work, 
will at least see to it that the student’s knowledge of bookkeeping 
or accounting is sufficient to enable them to pursue the work of 
the course in budgeting. This course is designed to serve the pur- 
pose of a coérdinating course. 

Students who major in accounting are permitted to take up to 
nine full-year courses in accounting. The majority of students 
majoring in banking and finance, or in management, will take from 
four to five full-year courses in accounting. 

We may disregard for our purposes the student who desires to 
enter the accounting profession and consider for a moment all 
others. Last June, at the convocation at Cambridge, I listened to 
an earnest plea for the inclusion of a course in fine arts in the 
curriculum of the school of business. We have offered such a course 
for many years and one-half of the sessions of our present course 
are conducted in the Metropolitan Museum of Fine Arts. Our large 
universities, particularly those in urban centres, are in a position 
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to enrich the professional as well as vocational content of courses 
in business. This has resulted in conflicting demands of depart- 
ments or courses upon the student’s time. Each professor may con- 
ceivably claim that his course is essential. If there was not this 
controversy, our present topic would not be up for discussion. 
What then is the place of accounting? It was Professor Cole, I 
believe, who stated somewhere that a course in the theory of 
accounts was as good a vehicle for training in logical reasoning as 
a course in logic or philosophy. In this conflict of interest, the 
course in accounting must justify itself either on the ground of its 
inherent necessity or on the ground that as a mental discipline it 
is equal to or superior to some other course that is pressing for 
consideration. In weighing the claims of accounting, the method 
employed in teaching will, to a great degree, condition a decision 
in certain cases. 

My own conviction is that students who will become good jour- 
nalists or experts in marketing will not require much in our sub- 
ject. Most of them are temperamentally unsuited to do good work 
in this field. The essential character of accounting in banking and 
finance and in management is obvious. «I believe that every student 
majoring in economics should have at least two one-year courses in 
accounting. Engineering students as well as law students ought 
to have one year of solid work in our subject. 

Accounting as a subject needs no defense, and if it did doubting 
Thomases will be corrected by Dean Hatfield’s cogent arguments. 
But there still remains the question as to its position when we are 
called upon to determine its value quantitatively. Here is a chal- 
lenge to all who teach the subject, and frankly I am not convinced 
that any of us would wish to rest our case upon the progress made 
to date, excellent as it has been. While we may with truth assert 
that “big” business as we know it today could not have been pos- 
sible if the technique in accounting had not made such progress, 
yet this does not answer the question proposed for our discussion. 
We may concede all claims as to the importance of accounting in 
the field of business without settling the question as to the emphasis 
to be placed upon the subject in the curriculum. For example, some 
assert that our accounting majors should be as proficient in tech- 
nique as full-fledged juniors in a professional office are expected to 
be. If, as I suspect, most of us will not admit this to be desirable, 
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even if possible, just how far should we go in our emphasis 
quantitatively ? 

We are not so much concerned with the student who wishes to 
specialize in accounting, because as a general rule he will desire to 
do as much work as possible in the field. We are concerned to see 
that the proper weight is assigned to accounting in the cases of 
other students. My own conviction is that every graduate of a 
school of business should be able to keep a simple set of books and 
should know enough of accounting to analyze the ordinary financial 
statement. This would seem to require at least three full year 
courses, or, expressed quantitatively, from nine to ten per cent of 
the student’s load. But I would exempt from this prescription the 
student in journalism and marketing, if it seemed desirable, cutting 
down the requirement to a minimum of six points. Not only do I 
believe that the intrinsic importance of the subject demands this 
amount of time, but in addition its close relation to law, economics, 
and finance makes it a necessary concurrent subject of study. At 
the same time, I need not point out the constant pressure of other 
subject matter which will tend to subordinate the legitimate claims 
of accounting. 

J. T. MappEn 

New York University 


II 


Courses in accounting occupy a distinctive place in the curricu- 
lum of every collegiate school of business. The particular location 
in the course of study, however, differs quite widely between the 
various institutions. Furthermore, the character of the subject 
matter taught under the title of accounting means different things 
in the several schools. In view of the fact that professional schools 
of business are still in the early developmental stage, we can hardly 
hope for anything approaching standardization in curriculum 
making. Annual revision of courses will continue until the various 
professional business occupations become more clearly defined than 
they are at present. 

One of the chief difficulties encountered in attempting to general- 
ize on this subject is the number of different types of institutions 
offering collegiate instruction in business. There are the four-year 
schools which admit students directly from high school, the two- 
year courses to which students are admitted who have completed 
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either two or three years in an arts college, and the graduate schools 
which offer instruction only to those who have completed a full 
four-year academic course. In addition to these, there are the 
schools which have specialized in certain fields such as retailing, 
personnel administration, etc. Each of these institutions is attempt- 
ing to adapt its course requirements to meet the demand for tech- 
nically trained men in business. 

An examination of the announcements of the various schools dis- 
closes a wide divergence of practice in content of courses and 
sequential arrangement of subject matter. Even the limited num- 
ber of graduate schools are undertaking distinctly different methods 
of approach to the problem. At Stanford, for example, it appears 
that all the traditions for the allocation of subject matter to specific 
fields have been discarded and a new series of courses involving 
correlated topics has been substituted. Thus, instead of separate 
courses in accounting and corporation finance, these subjects are 
combined and taught as a single subject. At Harvard, on the other 
hand, the traditional courses are retained but taught by the case 
method. Coérdination of subject matter is attained through a sum- 
mary course in the last year entitled “Business Policy.” Likewise, 
in the schools offering undergraduate instruction, a number of 
experiments affecting the curriculum are being undertaken. In dis- 
cussing the subject of accounting in the commerce curriculum, this 
wide divergence of practice between institutions should be 
recognized. 

I shall make no attempt, therefore, to generalize on current prac- 
tice. Rather, my remarks will be directed to a consideration of the 
problem as I see it in connection with a general business curriculum 
in an undergraduate program. 

Although there is a wide divergence of practice in regard to the 
arrangement of the curriculum, there appears to be almost unani- 
mous agreement concerning the objectives of a professional colle- 
giate course in business. According to the announcements of the 
several schools, the purpose is to train executives. Schools of busi- 
ness have developed in response to a demand on the part of business 
for better trained men and women than are obtainable from other 
institutions. The private business college and the commercial high 
school have for a long time been meeting the demand for trained 
operatives in office technique. The corporation schools have sup- 
plied a form of training especially adapted for highly specialized 
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positions in specific organizations. These and other institutions 
have been performing special training functions for business. The 
rise of the collegiate school of business can be explained only in 
terms of a new objective. This consists in affording higher training 
leading to positions involving executive control. 

In all discussions of this subject, considerable stress is placed 
upon the rapidly changing character of business organization. The 
growth in size of the business unit resulting from technical improve- 
ments in production, the extension of market areas and the tremen- 
dous increase in capital has placed the business executive in an 
entirely new position. The principle of the division of labor has 
been as effectively applied in management as it has in production. 
In contrast with the chief executive of the past who was responsible 
for the financial outcome only to himself or possibly a few asso- 
ciates, the manager of an enterprise today finds the ownership 
widely distributed and the results of his policies affecting the for- 
tunes of a great many people. As the manager’s responsibilities to 
investors have increased, the size of the internal organization has 
made it necessary to delegate authority and responsibility. The 
functional organization for management has been the outcome. 

This trend in organization has an important bearing upon the 
problem of business training. It means that the opportunities for 
using administrative judgment and of assuming responsibilities 
come much earlier than formerly. The young graduate may expect 
to be placed in a position of responsibility which requires much 
more than routine activities at a fairly early date. Ability to grasp 
the significance of management policies and to formulate new plans 
of action constitutes the most essential part of the equipment of 
one who seeks success in modern business organizations. A knowl- 
edge of the details of business methods and technique is of relatively 
less importance. 

The course of studies in the school of business should be so 
arranged as to develop the mental traits which will be brought to 
play upon the executive problems involved in functionalized man- 
agement. In order to accomplish this aim effectively we should 
have much more information than is now available concerning the 
work of the executives. A series of job analyses in management 
would throw considerable light on the nature of the training 
required. The collections of case material by such agencies as the 
bureaus of business research will aid substantially in developing 
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this program. For the present it will be necessary to rely upon 
such subject matter as is available concerning the general problems 
of business management. 

Our problem is rendered somewhat more simple by the fact that 
we are not turning out chief executives immediately upon gradua- 
tion. A school of business administration is not a “college of presi- 
dents or general managers.” The graduate must enter the field in 
a much more modest position and seek advancement on the basis 
of merit. It is in connection with this point that the present cur- 
ricula differ most widely. At one extreme are those schools which 
deny any responsibility whatever for equipping the student with 
technical specialized training which will prepare him for ready 
entrée to a position on graduation. At the other extreme are those 
schools which offer a number of highly specialized sequences which 
tend to turn out experts in the fields of accounting, banking, insur- 
ance, ete. 

The first group places the burden of technical training entirely 
upon industry. It is assumed that the school cannot teach the 
details of practice in an adequate manner. The student is expected 
to pass through an apprenticeship period after graduation in order 
to learn the routine of business procedure in his specialized field. 
The second group, on the other hand, recognizes a responsibility to 
the student in preparing him for an immediate job. These schools 
are following the policies of colleges of engineering and law. In 
both of these professions, the graduates are sufficiently equipped in 
technique to afford them an opportunity to market their services. 
The engineer may readily find a position in which his training in 
mechanics or design are put to use. Likewise, the practice court of 
the law school affords the law student sufficient familiarity with 
court procedure to make his services worth something immediately 
after graduation. 

Schools of business can profit by the experience of these older 
institutions. We can recognize the need for some specialized train- 
ing without sacrificing anything in connection with the broader 
aspects of the program. A sufficient amount of technique can be 
presented to enable the student to enter the administrative field in 
a self-supporting position much more advanced than he could before 
entering the school. At the same time, a broad background of gen- 
eral training can be included in the course which will serve as a 
basis for rapid advancement to higher executive positions. 
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The objectives, then, of the collegiate course in business are, first, 
to afford a basic training in the subjects concerned with the prob- 
lems of the executive, and second, to afford a sufficient amount of 
training in a specialized field to enable the student to enter business 
on a self-sustaining basis. In order to attain these objectives there 
should be a common core of material required of all students with 
ample provision for a sequence elective. 

Time will not permit a lengthy discussion of the content of the 
core course. We may examine briefly, however, the aspects of busi- 
ness administration which should be covered. Management consists 
in directing individuals in actions pertaining to the production and 
marketing of commodities or services and the financing of enter- 
prises engaged in those activities. The executive must be prepared 
to formulate policies based upon his knowledge and experience in 
each of these fields. He should, therefore, be equipped with a suf- 
ficient knowledge of each of these fields to enable him to arrive at 
sound conclusions to the problems which present themselves in any 
one of them. 

It is not necessary for the manager to have an extensive knowl- 
edge of all the fields of production, marketing and finance. He 
should know quite definitely three things in relation to each of them, 
however, namely: 


1. How to obtain the pertinent facts. 
2. How to analyze the facts. 
3. How to draw conclusions from his analysis of the facts. 


A sufficient amount of material should be presented in the three 
fields to acquaint the students with the sources of facts, methods of 
analysis, and types of problems encountered. Further training than 
this is not essential to the general student. 

The process of making administrative decisions is much the same 
for all administrative problems regardless of their specific allocation 
within the fields of production, financing or marketing. The facts 
to be obtained and the sources of data may differ, but the essential 
process of analysis is the same. Hence the tools of analysis with 
which the manager should be equipped are the same. These tools, 
consisting in methods of gathering pertinent facts, of analyzing the 
facts and arriving at logical conclusions, should be placed in the 
hands of the student before he undertakes a study of the separate 
fields of management. 
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The important tools of analysis are statistics and accounting. A 
knowledge of the elements of statistics and the principles of account- 
ing should constitute the equipment of all students entering upon a 
study of business problems. This means that such courses should 
be given early in the course. The second year is the best location 
for the subjects in a four-year program. 

Accounting, then, is a basic tool course which should be required 
of all students preparing for business. Its value lies in its use as a 
tool for the interpretation of business data. The place in the cur- 
riculum is accorded for its value to the general business student and 
not for the student who plans to enter public accounting practice. 
This, it seems to me, is the most important consideration from the 
standpoint of instructors in accounting. Our first course should 
not be planned for those who intend to become professional account- 
ants. Its aim should be to furnish one of the tools essential to the 
process of analysis. If this point of view is sound, it means that the 
first course in accounting usually offered is not the one which 
should be required of all students. 

Most of our present elementary courses in accounting have been 
developed from the standpoint of technique. The beginning student 
is required to work laboriously through ‘a number of practice man- 
uals involving the process of journalizing, posting, taking trial bal- 
ances, preparing working sheets, etc. It is not until after an enor- 
mous amount of time has been wasted on such routine processes that 
he is finally introduced to the subject of statement analysis. It is 
undoubtedly true that the student who plans to enter the accounting 
field should be well trained in technique, but it is equally true that 
the student who plans to enter some other field does not need it. 

There are some who maintain that accounting cannot be taught 
without presenting the details of bookkeeping first. I cannot agree 
with this notion. The fundamental concepts of accounting can be 
understood by one who knows very little about the process of record- 
ing transactions. The principles of accounting can be taught just 
as effectively and with much greater economy of time and effort with 
the laboratory work eliminated. 

The situation which we have in the teaching of accounting is sim- 
ilar to that in the sciences. Physics and chemistry have been taught 
by the laboratory method. Most of those teaching these subjects 
have always maintained that a considerable amount of time spent 
in the laboratories is essential. Recently the faculty of a large 
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western university proposed a test to determine the validity of that 
assumption. The students registered in one large class were divided 
into two groups. One group carried out all of the laboratory experi- 
ments as assigned while the other groups attended the lectures and 
prepared the class assignments only. The same examination was 
given at the end of the term to both groups and there was no evi- 
dence to show that those taking the laboratory work had a better 
grasp of the subject matter than the others. Plans are now being 
made to offer general courses without laboratory requirements for 
students who do not expect to go into the subjects more intensively. 

It is evident that most of our courses have been organized to meet 
the needs of those who expect to specialize in the field. This has 
resulted in a situation which compels the majority of students to 
do an immense amount of routine work in the elementary courses 
which never proves of value to them. Furthermore, it actually pre- 
vents them from getting the materials which will prove useful 
because the majority of the students in the beginning course do not 
continue into the advanced courses. Not more than ten per cent of 
the students who enroll in the first course continue in the advanced 
accounting courses. 

If the bookkeeping practice work is to be eliminated from the first 
course, what should be included? A considerable part of the mate- 
rial now given in the advanced course should constitute the subject 
matter. The course could well start out with a discussion of state- 
ment analysis. There is nothing essentially mysterious about the 
fundamental principles of accounting. Any reasonably intelligent 
student with some knowledge of business operations can grasp the 
salient questions of principle without wading through a mass of 
bookkeeping operations. 

To be specific, the first course in accounting could include the 
following topics in the order indicated: 


The Balance Sheet. 

The Significance of Business Operations. 

The Balance Sheet Accounts. 

Income Sheet Accounts. 

A Brief Description of the Operations of Journalizing and Posting, and 
the Trial Balance. 

Adjusting and Closing Entries. 

The Statements. 

. Special Accounts. 

Partnership Accounts. 


6. 
7. 
8. 
9. 
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10. Corporation Accounts. 

11. Valuation of Current Assets. 
12. Valuation of Intangible Assets. 
13. Valuation of Fixed Assets. 

14. Valuation of Investments. 

15. Liabilities. 

16. Fixed Capital. 

17. Surplus and Reserves. 

18. Expense and Income Accounts. 
19. Comparative Statements—Balance Sheets and Income Sheets. 
20. Budgets. 

21. Consolidated Balance Sheets. 
22. Special Problems. 


All of these subjects can be discussed intelligently without resort- 
ing to laboratory practice materials. Short problems pertaining to 
specific topics are helpful in bringing out points for discussion, but 
long “sets” are not essential. The completion of such a course 
would be sufficient to supply the general student with the necessary 
equipment in the accounting field to undertake a study of more 
advanced business problems. 

A course covering the topics listed would include all of the prin- 
ciples essential to the students who need accounting as a tool of 
analysis. This group of students constitutes about ninety per cent 
of the enrollment in most of the collegiate schools. The remaining 
ten per cent may be interested in accounting as a field of specializa- 
tion. These students may be required to take up the technique in 
more detail in later courses. It is possible that all of the bookkeep- 
ing practice which is now required in beginning courses would be 
included in the first course in practice and procedure. In fact, it is 
likely that all of the detail laboratory work at present offered would 
be required: of the accounting specialists. It is the sequential 
arrangement of the materials that would be altered under the plan 
suggested. The accounting student would be introduced to the sub- 
ject through a study of principles. He would proceed next to a con- 
sideration of accounting technique and would complete his studies 
in courses in accounting theory, auditing, cost accounting, and other 
specialized courses. 

This proposal will be considered as a radical departure from the 
traditions which have become quite well rooted. Its adoption would 
doubtless result in cutting down the number of student credit hours 
in accounting. It would release a considerable amount of the stu- 
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dents’ time from this field for courses in other fields. These facts 
should not constitute valid objections. On the contrary, they would 
result in a net gain both to the students and to the departments 
offering instruction in accounting. The students would be offered 
a greater opportunity to indulge their interests in other fields, thus 
enabling them to secure a broader training. The instructional staff 
would be able to devote its attention more intensively to the needs 
of those students who are interested in accounting as a profession. 

Any real objection would necessarily be based upon a doubt as to 
the effectiveness of teaching the principles by the method proposed. 
The advantages to be gained are certainly of sufficient importance 
to warrant undertaking the experiment. 

R. A. STEVENSON 
University of Minnesota 


Ill 


Important and timely as this subject must always be, it carries 
certain limitations. For schools of business still present so many 
differences in their objectives, in their forms of organization, and 
in the character of the constituencies which they serve, that dis- 
cussion must be directed to those considerations which have some 
general bearing on all of the various kinds of institutions, and 
without specific reference to any one school or group of schools. 
Otherwise, the discussion would have to begin with the question 
of what curriculum and what kind of school. What I shall have 
to say, therefore, is concerned with matters that call for general- 
ization rather than for the development of conclusions on specific 
issues. 

In the first place, I can see no point in entering upon an argu- 
ment that accounting is entitled to some place in the curricular 
sun. That is no longer an issue; the facts speak for themselves. 
Quite apart from establishing title to a place in the commerce cur- 
riculum, proof of the inherent value of a knowledge of accounting 
is to be found in the inclusion of the subject in courses of study 
offered by the best of schools of engineering, of agriculture, and 
of law, not to speak of departments of economics and government. 
Nor is it intended to enlarge upon the really remarkable progress 
that has been brought about in the development of instruction in 
accounting within a comparatively brief period of time. Least of 
all, is it my thought to set up any alibi for the shortcomings that 
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may still attach to the academic status of accounting or for any 
of the deficiencies that may persist in our methods of instruction. 
May we not, rather, take account of stock by the method of frank 
self-appraisal and self-criticism, with all humility and with no 
delusions of self-sufficiency ? 

My present purpose, therefore, is not so much to attempt an 
answer to the main question, but to raise certain pertinent queries 
that are believed to have fundamental bearing, that seem still to 
be clouded with mist, and that each of us may profitably answer 
for himself. 

As a means of starting on common ground, certain initial ques- 
tions are presented. What, for example, are the primary objectives 
of accounting instruction? Who are the parties at interest? Why 
and how should those interests be served? More specifically, what 
are the relative values of accounting training to the student of 
business ? 

Beginning with those students—probably representing by far the 
largest group—who may be classified as potential or aspiring 
executives, what are their principal needs and how are we to meet 
those requirements? As a minimum, this group needs to be pre- 
pared to analyze, interpret, and utilize accounting data which have 
a bearing on the great variety of problems of management and 
administration in all their phases. In the majority of cases this 
group will also have need for such a working knowledge as may 
be useful in determining and directing the proper disposition of 
situations which involve questions of accounting principle affect- 
ing matters of business policy. 

For these purposes, how important is a training which goes into 
the mechanics and routines of accounting procedure? Is instruc- 
tion in technique necessary or desirable, except as it may serve a 
useful but incidental purpose in arriving at the main objective— 
a sound working knowledge of fundamental principles? If we are 
tempted to go beyond this limit, we must be prepared, as I see it, 
to answer the question: why should the prospective business man 
set out to be his own accountant any more than his own lawyer, 
his own engineer, or his own specialist in some other branch of 
experience? 

Then there is that group of students who are pointing toward 
the accounting function of one or another type of business organ- 
ization—a group that presumably chooses to major in accounting. 
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Important as accounting may be to these students, ought it not be 
clearly borne in on them that accounting is not the only requisite 
of the training which they will require for realizing the largest 
opportunities open to an accounting officer? They should be helped 
to understand that, after all, accounting is but one of many func- 
tions of administration, and presumably not the most important 
one. Always it should be rated as a useful means, but not, in 
itself, an end. If the full purpose is to be served, must not the 
incipient accounting officer be made fully alive to the scope and 
relationships of all the functions and divisions of the organization 
of which he, his function, and his department are integral parts 
and no more? 

For these reasons, then, it appears important that adequate pro- 
vision be made for preparing these men to become broad-gauge 
business men, first of all, however comprehensive their further 
training in accounting shall be. Remembering, also, that the better 
accounting officer a man may prove to be, the more likely are his 
chances of being elevated to positions of even larger responsibility 
and opportunity. May it not be also a crime to assume, and to 
aid and abet the student in assuming, that, having become an 
accountant, he is probably always to remain chiefly or exclusively 
an accountant? 

This would appear to argue for careful discrimination in deter- 
mining the weight to be given accounting in the curricular set-up, 
and in fixing the relative emphasis due the several components in 
the plan of accounting instruction itself. May it not indeed be 
better to err on the side of risking too little accounting, for the 
sake of insuring breadth of equipment in the major functions of 
business, than to favor accounting at the expense of range and 
breadth of perspective? 

Coming to the man who hopes ultimately to register as a C. P. A., 
I believe there is particular point in exploring the qualities of 
mind and character of training that are requisites to his future 
professional usefulness. As with those types of men that have 
already been discussed, the strongest presumption seems to be in 
favor of a broad, well-rounded, thoroughgoing training, with ample 
provision for the dominant functions of business administration, 
including the fundamental principles of accounting. If his serv- 
ices are to yield maximum value, they must be so designed that 
they will best articulate with those business purposes with which 
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they are essentially and primarily to be concerned. To me, this 
means that the greatest need in professional accounting today is 
for breadth of perspective and soundness of grasp in relation to 
the far-reaching but still inadequately defined body of principles 
which constitute the science of accounting and which, in their 
practical applications to specific situations, seem too often still 
to fall short of meeting genuinely professional standards. Useful 
as a high degree of technical proficiency in the conduct of account- 
ing procedures may be, it is of secondary value compared with the 
broadly liberal and scientific foundations on which it must rest. 
In short, can accounting be considered an exception to the general 
rule that training in technique must remain as something more 
easily acquired and more effectually perfected through the realities 
of practical experience than through any detached processes of 
study in any school or course? 

Whatever the occasional business employer or professional 
accountant may now believe or say regarding the nature of the 
preparation which is called for in the business school graduate, 
the fact becomes increasingly clear that the most practical train- 
ing the future practitioner can bring to a business organization or 
to a staff of public accountants is that kind of training which 
affords the broadest foundation for sound growth and development. 
Incidentally, it is encouraging to note that many of the most able 
and discriminating accountants and business employers, expe- 
rienced in dealing with business school graduates, are emphatic in 
expressing their preference for the man of sound fundamental 
training as against the recruit who has concentrated on acquiring 
highly specialized proficiency in technique. 

This is one of the points at which it is incumbent on the educator 
to resist the pressure brought to bear by those who are inclined to 
distort relative values and to fall into the common error of failing 
to sense the essential sameness of sound principle and sound prac- 
tice. If for no other reason than to insure the long-time welfare 
of the student, are we not responsible for adhering to valid educa- 
tional method with perfect confidence that time will justify our 
position ? 

What I have had to say is frankly intended, therefore, to point 
out some of the dangers of an overemphasis on accounting at the 
expense of other subjects that, in my opinion, are essential to that 
breadth of outlook which is the main reason and justification for 
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the enterprise of instructing men in the science of commerce or 
business administration. 

On the same grounds, I have presumed to argue against some of 
the dangers of misplaced emphasis in the composition of courses in 
the field of accounting itself. As I have canvassed—too casually 
and superficially, perhaps—the number and character of offerings 
in accounting, I cannot escape the conclusion that we have yielded 
to temptations that have led to both overemphasis and wrong 
emphasis. Without discounting the remarkable progress that has 
been made in the developing of instruction and a literature in 
accounting, yet I frankly raise the question whether, in our enthu- 
siasm for the enterprise and out of a consciousness of power and 
opportunity, we may not have lost some of the perspective and 
sense of values that, at all events, should govern the make-up of 
any well-balanced and unified curriculum? 

If this surmise is measurably correct, I believe the time is ripe 
for the schools to look over their growing curricular crops, giving 
special attention to those areas now allotted to accounting. If I 
am not greatly mistaken, we are likely to find, here and there, some 
acreage devoted to accounting which, according to the principle of 
balance and diversification, might profitably be turned over to 
other divisions of the curricular field. Within the area reserved 
for accounting, moreover, judicious application of the pruning 
knife may well have the wholesome effect of sacrificing luxuriance 
of branch and foliage for the sake of inducing sound growth at the 
roots, in the main structure, and especially in the yield of fruit. 

Inseparably allied with the considerations that have to do with 
the relative weight to be ascribed to the field of accounting and 
with the question of emphasis within its subject matter, certain 
other issues seem to merit our objective examination. 

One question is whether schools that undertake or aspire to be 
institutions of professional purpose and grade, are not thereby com- 
mited to the obligation of giving priority to the science as against 
the art appertaining to the major components of the curriculum; 
and whether, if that be the case, advancement of the science is not 
entitled to a place of first rank in the objectives of such schools. 
At the risk of again seeming to have been casual and superficial in 
canvassing the facts of the case, I venture the opinion that our 
schools of business have not yet arrived at a clear sense of discrim- 
ination and responsibility. 
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The reasons for this are not hard to find. The number and dif- 
ficulty of the tasks that have been imposed on the schools have been 
tremendous. The teacher and investigator, in the absence of an 
organized science of accounting, has had, perforce, to rely and draw 
upon the great unexplored resources of accounting precedents and 
undefined systems of principle that have resided mainly in the af- 
fairs of going business and public accounting practice. At the same 
time, business and professional practice has expanded rapidly and 
on a tremendous scale; long ago it broke over the narrow boun- 
daries of what purported to be the science of accounting. And prac- 
tice has continued to move faster and farther than the rate at which 
the science has yielded to well-ordered organization and formula- 
tion. Unfortunately, the condition appears still to persist. 

If this means anything, it means that all around and ahead of us, 
there lie tremendous needs and unlimited opportunities for the in- 
tensive cultivation of research in the field of accounting. We owe 
much to other branches of science. We have borrowed from the 
economists. The engineers and lawyers have contributed much to 
our sustenance. It has been left to agencies of government to define 
principles and prescribe the manner of their application—and not 
infrequently the result has been unfortunate. 

Had the accountant and the teacher of accounting been first on 
the ground, prepared to point the way in terms of established pre- 
cepts scientifically determined through sound and exhaustive in- 
vestigation, the gain to the community would have been immeasur- 
able, and the credit accruing to the professional exponents of ac- 
counting would have been substantial. Who shall deny that the 
profession has lagged and, with some notable exceptions, is still 
lagging? 

One reason for some of the lag, I suspect, is that the teachers 
of accounting have been inclined to place too high a value on prac- 
tical experience, as represented by professional practice, as the 
means of acquiring the equipment and material deemed essential to 
effective teaching. By this I do not mean to discount the value that 
accrues from such experience; on the contrary, I believe that in 
no other way is it practicable for any but the exceptional man to 
develop the well-rounded equipment that is so indispensable to the 
first-rate teacher of accounting. But I suspect that, here too, is 
a danger that too much emphasis is likely to be placed on interest 
in the so-called practical aspects of the applied art, with the result 
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that too little weight is given to the great unexplored areas of sci- 
entific investigation. May it not well be that if a considerable part 
of the time and effort devoted by members of our faculties to the 
technical intricacies of professional practice were applied to re- 
search in the zones of mooted and undetermined questions of ac- 
counting principle, the net yield in terms of scientific achievement 
would be of substantially greater value to all concerned? 

In this connection, moreover, I need not enlarge on the pos- 
sibility, remote or otherwise, that even a modest venture into the 
professional field may expose the most unsuspecting and well-mean- 
ing practitioner to the insidious bite of that well-known insect 
called the gold-bug. Ard that may lead to fatal results either in 
diverting the victim from projects of sustained research or in tempt- 
ing him to hazard the impossible enterprise of heading in two di- 
rections at one and the same time. When all is said and done, I 
submit that the rewards and satisfactions that go with the patient, 
persistent and thoroughgoing pursuit of scholarly investigation are 
likely to be immeasurably greater and more durable than the “pick- 
ings” from an essay at part-time professional activities carried be- 
yond the reasonable limits of the teacher’s requirements. Other- 
wise, why be a teacher? 

In approaching this subject, time-worn as it may be, may we not 
profit, then, from an attitude of some humility in searching out the 
appropriate position of accounting in the great company of edu- 
cational forces? If we have occasionally been thin-skinned to re- 
flections, real or imagined, cast on the eligibility of accounting to 
rank with sciences of long-established repute, is there any point in 
trying to develop what the biologists call a protective coloration? 
Is it not now time to make accounting thoroughly self-conscious as 
a genuine science and to make sure that we, as teachers and in- 
vestigators, shall earn title to position in the ranks of mature 
scientists? For the attainment of either objective can there be 
any but one road to travel? 

W. R. Gray 

Dartmouth College 
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Accounting, by Paut-JosEPpH Esquerre. Ronald Press Company, New York, 
1927. x, 369 pp. 


The author of “Accounting” is well known to all instructors in this field, 
as well as to all practicing accountants, through his earlier books, “Applied 
Theory of Accounts,” and “Practical Accounting Problems.” He has become 
recognized as a keen thinker, even by those who have not been able to agree 
with some of his conclusions. 

According to the author, the present book “has been written for the pur- 
pose of emphasizing the necessity for greater and more effective understand- 
ing and cooperation between accountants and their clients or employers.” 
It is the author’s view that at present both parties are at fault: the ac- 
countant because of his reliance on stereotyped forms irrespective of the na- 
ture of the business with which he is dealing; and the business man because 
he has not recognized the value to him of the accountant’s knowledge, train- 
ing, and skill when financial and operating policies were being adopted, or 
when reorganizations or other changes were to be effected in a business 
enterprise. 

There are twenty chapters, of which seven are devoted to the balance sheet, 
the income statement, and related statments; nine treat of the valuation of 
various assets, tangible and intangible; and four present, respectively, a 
discussion of long-term debt and sinking funds, capital stock in general, cap- 
ital stock of no-par value, and the anatomy and distribution of surplus profits. 

Many of the chapters are well written, and contain an excellent presenta- 
tion of advanced accounting theory. In several instances, however, the the- 
ories presented by the author will not meet with ready acceptance. In cer- 
tain cases, also, although the author has stated the theory logically and ac- 
ceptably, he has partially ignored the theory in his illustrative material, or 
in his discussion of such material. 

Thus the author argues vigorously, pages 179, 180, and 351, against the 
practice of taking up on the books the increase resulting from an appraisal 
of capital assets: “A going concern has no particular use for appraisals and 
revaluations.” He maintains that the credit account corresponding to such 
unrealized increments of investments is to be kept as distinct as possible 
from earned surplus: ‘They do not constitute usable or distributable values; 
they are not part of the profits, income, revenue, or earnings; and they can- 
not, in principle, be mixed with realized increments of investment. When 
recorded as assets, they must, of course, find their counterpart in a credit 
account which by nature is an account with stockholders’ equities; but this 
account should be specifically earmarked as measuring exclusively unrealized 
increments.” 

But in Chapter I, pages 8-12, the author presents two comparative balance 
sheets, one in conventional form and the other subdivided according to the 
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various classes of items. In the former no indication is given that an ap- 
praisal has been made. In the latter, a footnote to a $30,000 item represent- 
ing an increase in the figures for land states that this has been obtained by 
“raising cost to present market value.” Among the stockholders’ equities also 
is found the item “Capital Surplus (revaluation of land) $30,000,” and the 
$30,000 is repeated in the “Increase” column. Up to this point the author 
has admirably applied the theory above set forth. But after criticizing the 
former balance sheet because of the difficulty involved in determining the 
changes in the stockholders’ equities, in summarizing the conclusions to be 
derived from his proposed balance sheet he omits completely any reference to 
the fact that a net increase of $24,250 in these equities resulted primarily 
from the setting up of the capital surplus of $30,000. “It is made obvious that 
a net increase of assets amounting to $59,250, less a net increase of out- 
standing debt amounting to $35,000, results in a net increase of stockholders’ 
equities amounting to $24,250, instead of a meaningless increase of surplus in 
the amount of $19,950 stated by the balance sheet exhibited in Figure 3.” 

In the illustration just referred to, as elsewhere in the book, the author 
includes the reserve for bad debts among the stockholders’ equities, treating 
it therefore as a “true reserve” or “surplus reserve’—a sort of reserve for 
contingencies. Inasmuch as the bad debt reserve is commonly created by a 
charge against the current profits of the period—such charge being regularly 
claimed as a deduction for income tax purposes or at least shown as a loss 
in the income statement—the reserve is properly to be considered as a valua- 
tion account, to be applied against the accounts and notes receivable in sub- 
stantially the same way as the reserves for depreciation are shown as de- 
ductions from the book figures of the corresponding depreciable assets. 

Again, in Chapter I, pages 15-26, the author successfully demonstrates what 
he calls the “evils of condensation.” But in each of the schedules presented, 
income received but as yet unearned is included among the stockholders’ 
equities. But if deferred charges to operations are properly to be included 
among a concern’s assets, so also are deferred credits to income to be included 
among the liabilities, and not among the net worth items. The fact that the 
liability is to be liquidated by the rendering of service rather than by the 
payment of cash is immaterial. 

On pages 200 and 201 the author states that “patents can be amortized only 
by charges to surplus..... Under no condition does it seem correct to 
amortize patents by charges to profit and loss, or in any manner which re- 
duces net operating profits transferable to earned surplus.” It is hardly 
likely that this will find acceptance as sound theory by the practicing ac- 
countant. And although the author refers to Ruling 13-21-1536 of the Com- 
mittee on Tax Appeals and Review as supporting his contention, Articles 163 
and 167 of Regulations 69 referring to the Revenue Act of 1926 specifically 
provide for charging off depreciation on patents and certain other intangible 
assets. 

In treating of the consolidated balance sheet the author appears at times 
to think of the item of goodwill as little more than a convenient stop-gap 
to be inserted where needed in order to bring about an equality of debits and 
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credits. Thus (page 128): “If the answer is that we are requested to exhibit, 
for the information of the board of directors, the exact status of the assets 
and liabilities involved in the operations of the three companies, and of 
the stockholders’ equities resulting from these operations, we may have to 
raise the difference existing between the cost of the controlling investment 
of A and the par value of that stock to the dignity of an intangible value, 
such as goodwill.” But when the stock of a subsidiary is purchased either 
goodwill is acquired or it is not. Whether it was or was not is a question 
that has already been settled by the directors of the purchasing company 
before the facts are placed before the accountant, and his sole duty is to 
record the facts correctly. If the purchase price has been in excess of the 
net worth of the company purchased, per its books, goodwill has entered 
into the deliberations which preceded the fixing of the purchase price, and 
goodwill will therefor appear upon the consolidated balance sheet when the 
investment account of the holding company and the net worth accounts of 
the subsidiary are eliminated. Nor is it of consequence whether the net 
worth accounts of the subsidiary comprise capital stock only, or both capital 
stock and surplus. Nor, again, should the goodwill acquired in one pur- 
chase of stock be offset against the capital surplus resulting from the pur- 
chase of other stock at less than the net worth of the subsidiary. The ac- 
countant may safely presume that in each instance, the responsible officers of 
the purchasing company know what they were buying, and were in each case 
getting net assets of a value at least equivalent to the sums invested. 

In Chapter III the author argues (pages 44-46) that the loss on returns of 
sales made in a prior period should be excluded from the current income 
statement. But at the close of the current year he makes no provision for 
the return in the following year of sales made in the current year, and the 
income statement which he presents includes, therefore, the sales returns of 
only eleven months instead of a full year. 

Occasionally, the author settles with unwarranted finality a controversial 
question to which most accountants agree there are two sides, e. g., the 
proper treatment of cash discounts on sales (page 48). 

It is evident that the book will prove at least thought-provoking. It will 
be found to contain much excellent theory, expressed in choice English. If 
read critically it will force the reader to re-examine the bases of some of 
his most cherished convictions. He may not end by agreeing with the author, 
but in any event the mental labor will have been quite worthwhile. 

Epwarp J. FILBey 
University of Illinois 


How to Understand Accounting, by Howarp C. Greer. Ronald Press Com- 
pany, New York, 1928. vii, 255 pp. 


A book is to be judged in accordance with the purpose for which it was 
written. Professor Greer’s work, therefore, is not to be appraised as a col- 
lege textbook, as a manual for public accountants, nor as a piece of abstract 
accounting theory. If it fulfills its avowed purpose of explaining to the bus- 
iness man how accounts are kept, and what they mean, nothing more can 
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be demanded. And to demand this is to ask no small thing, but something 
rather more difficult than the preparation of a purely technical treatise. In 
his attempt the author has shown wise choice of material, clearness of state- 
ment, and sound judgment. His success in a difficult task deserves high 
commendation. 

The book includes chapters on the underlying theory of bookkeeping, a 
discreetly moderate amount of information regarding its forms and pro- 
cedure, and lucid discussion of the problems connected with appraisals, the 
determination of profits, the formation of the balance sheet, and the analysis 
and interpretation of accounting statements. It closes with chapters on 
budgetary control and auditing and internal check. 

Especially noteworthy is the author’s novel treatment of the operating 
statement, as paralleling the balance sheet. He classifies the various items 
of income in accordance with the several subdivisions of assets, and presents 
a similar nexus between the distribution of income and the subdivision of 
“equities.” 

One may question whether the introduction of the term “equities” is ap- 
propriate in a work appealing to the business man, whose habit of thought 
is to distinguish clearly between debts and net worth. Liabilities is in bus- 
iness so common a term and fraught with so much significance that it seems 
academic rather than practical to subsume liabilities and proprietorship 
under the neologism “equities.” 

The business man may also be somewhat confused by the divergent schemes 
of classifying accounts. Real and nominal, permanent and temporary, con- 
dition and change, again are academic rather than pragmatic, and seem less 
desirable for business consumption than the straightforward classification as 
assets, liabilities, and proprietorship. Much stress is placed on a distinction 
between accounts showing condition and those showing change. Cash and 
Ownership show condition; Income and Expense show change. But, unless 
all static, an account can exhibit condition only as it records changes. A 
credit in cash shows a change in the cash account as truly as a debit to 
profit and loss shows a change in proprietorship. Admittedly a change in 
proprietorship may be shown by a direct entry in the capital account. Would 
it then exhibit condition or change? Allowance for Depreciation shows a 
progressive change in the value of an asset, yet the author classes it as one 
of the accounts showing condition. In reality, the significant distinction is 
that entries in expense or income accounts show changes in proprietorship, 
while entries in cash show changes in an asset. 

It is perhaps irrelevant and incompetent for a reviewer to raise questions 
not significant to the clientele for whom a book is written. But in The Ac- 
counting Review, a medium inevitably tainted with scholasticism, it is almost 
proper to question the exact accuracy of the statement regarding the antiquity 
and the universality of the terms “debit” and “credit.” Furthermore, in this 
journal, it is proper to criticize the statement that discount on capital stock 
is a charge to future operations. And, while grateful to the author for his 
satisfactory attitude in regard to depreciation, one grieves at being told that 
reserves for depreciation were formerly a retention of profits and only more 
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recently have they changed their character and become offsets to assets. 
A Paul may at one time have been a persecutor of the saints. A Lucifer 
may at one time have held high rank among the heavenly hosts. But never, 
no, never could “a hole in the assets” have been, under any circumstances, 
a constituent part of profits. If the business man does not protest the 
author’s statement, the academically-minded surely must do so. 

Henry RAND HATFIELD 
University of California 


An Interpretation of Accounts, by THoMAS ALLIBONE Bupp and EDWArpD 
NEEDLES WriGHT. Prentice-Hall, Inc., New York, 1927. xi, 416 pp. 


Professors T. A. Budd and E. N. Wright of the Wharton School have 
written a textbook in beginning accounting. Say they: “This book is in- 
tended for students and for others interested in financial records, not as 
prospective bookkeepers and accountants, but as prospective executives and 
investors.” There are fourteen chapters, beginning with “The Philosophy 
of Accounts” and ending with “Analysis of Statements.” In between are 
chapters on the peculiarities of net worth accounts, on revenue and expense, 
interest and discount, depreciation and appreciation, profit and loss state- 
ments, and balance sheets. It is thus a book of correlatives, on the whole 
a work admirably done. 

At the beginning of Chapter II there is a bit of confusion between pro- 
prietorship and equity. “Equity ... may convey a better idea,” ete. “... 
but the liability of a business to its owners may not be so clear.” If so, why 
so? If not, why not? Where elements of doubt are permitted to enter with- 
out a discussion of their implications, confusion in the mind of the im- 
mature student is most certain. However, Chapter II is to be warmly com- 
mended for its excellent summary of principles: in its fifty pages the authors 
have a unique presentation of the traditional difficulties of bookkeeping pro- 
cedure, including the columnar journal and controlling account, prepayments 
and accruals, the balance sheet and profit and loss statement. The way is 
thus paved for the fuller discussion of principles in succeeding chapters. 

Fault may be found with a number of topics which the authors slight or 
describe inaccurately. Few will be able to understand the operation of in- 
stalment accounts from the journal entries on page 168. The definition of 
capital surplus on page 339 will be now to some accountants: “Capital sur- 
plus arises from the disposal of fixed rather than of current assets at a 
profit and reflects managerial policy and astuteness.” Entries made direct 
to surplus (p. 171) and the position of a deficit account among the assets 
(pp. 128, 334) are not in accord with modern accounting practice. The sig- 
nificance of a note receivable discounted account as a contingent liability is 
not made clear (p. 178). The wisdom of introducing a subject like ap- 
preciation in Chapter X may be questioned in view of the fact that the 
author’s conclusions—that present values have their place on the balance 
sheet—are ignored in later chapters on valuation. Questionable, too, are 
the inclusions in a beginning text of chapters on the various methods of de- 
preciation (IX) and interest and discount (VIII). 
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The experience of the authors evidently does not parallel that of the re- 
viewer’s on a number of points. In this book many subjects are touched 
upon in a sketchy and incomplete fashion, possibly with the fear that the 
general theme—which in a book having the purpose this book has—might 
otherwise be lost. Perhaps this trait, which runs consistently throughout, is 
wholly laudable. Certainly the book is not suitable for students who expect 
to specialize in accounting; the lack of practice-set material alone indicates 
that. But the reviewer also believes the principles of accounting cannot be 
adequately imparted to anyone without a certain amount of routine practice- 
set work, heretical though that opinion may be regarded in institutions where 
the grind of pen-pushing does not find favor. Business practice is a subject 
unknown to those who are beginning the study of accounting, and until our 
schools offer preliminary and mandatory courses in the general technique of 
business, a study of the ins and outs of the business transactions to be found 
in the ordinary practice-set seems to afford the only compensating background 
for an intelligent appreciation of accounting situations. 


Eric L. KoHLER 
Kohler, Pettengill and Company 


Auditing Theory and Practice, Fourth Revised Edition, by Ropert H. Mont- 
GOMERY. Ronald Press Company, New York, 1927. x, 859 pp. 


The appearance a few months ago of the Fourth Revised Edition of Colonel 
Montgomery’s “Auditing” marked another unusual accomplishment in the 
literature of accounting. Six years have elapsed since the Third Edition 
appeared; in this new edition, we are told, Mr. Montgomery has gone over 
every paragraph of the book,shifting emphasis, making necessary qualifica- 
tions, and inserting fresh observations from experience. It is unnecessary 
to say that much new material has been added. 

Certain general comparisons with the Third Edition may be of interest. 
The Third Edition had 730 pages; the Fourth Revised Edition has 859 pages. 
The Third Edition contained thirty chapters and two appendices; the Fourth 
Revised Edition contains thirty-four chapters and three appendices. When 
it comes to a consideration of the chapter headings, we find that for the first 
seven chapters, aside from slight changes in wording, the titles are the same; 
in both volumes chapters 8 and 9 deal with the verification of inventories in 
the case of a balance-sheet audit—in the Third Edition chapter 8 discusses 
“general principles’ while chapter 9 deals with “rules for valuation,’ but 
in the new edition these two chapters are reversed. Chapters 10 and 11 in 
the Third Edition relate to the verification of fixed assets, whereas in the 
new edition three chapters (10, 11, and 12) are given to this important sub- 
ject. The titles of the next seven chapters are the same in the two editions; 
this completes the discussion of what is ordinarily known as the balance-sheet 
audit. 

The next topic to be considered by Colonel Montgomery relates to cer- 
tificates and reports. In the Third Edition two chapters (19 and 20) deal 
with these important matters; in the Fourth Revised Edition four chapters 
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(20, 21, 22, and 23) relate to these things. The next topic to be presented 
in both editions is investigations; in the Third Edition two chapters (21 and 
22), while in the Fourth Revised Edition a single chapter (24), is given to 
the discussion of this phase of the accountant’s work. In the new edition 
the author has confined his discussion of investigations to those relating to 
the sale or purchase of a business, and to those having to do with receiver- 
ships. Following the discussion of investigations are four chapters (23, 24, 
25, and 26 in the Third Edition and 25, 26, 27, and 28 in the Fourth Edition) 
cutlining the procedures for the detailed audit. 

Chapter 27 in the Third Edition relates to office and accounting methods; 
this chapter has been omitted from the new edition, and in its place appear 
short chapters on branch audits (chapter 29) and on partnerships (chapter 
30). The latter chapter of only nine pages deals with certain special account- 
ing problems which arise in respect to partnerships. For the remaining 
chapters the titles are the same, except that the chapter on depreciation has 
been divided into two parts in the Fourth Revised Edition. A third ap- 
pendix on “Types of Approved Balance-Sheets” has also been added in the 
new edition. 

However much a comparison such as the above may help the reader to 
visualize the contents of Colonel Montgomery’s new volume, it does little 
justice to such a masterpiece. The Fourth Revised Edition has included in 
it court decisions, summaries of research, rules of professional bodies, statutes 
relating to accounting matters, and all such things which are of importance 
and interest to professional accountants. The volume is more than a book 
on auditing; it is a veritable encyclopaedia on accounting practice. Further- 
more, it is not the minimum amount of work with which an auditor can 
“vet by” that the author stresses, but rather the emphasis is upon the 
maximum service which the practitioner has an opportunity to render. 

Were I allowed several times the space usually allotted a book review I 
could not give a fair résumé of the real contents of this volume. The ma- 
jority of the readers of The Accounting Review will already have perused 
it, so that such a résumé is not necessary. There are, however, certain mat- 
ters in which everyone is interested—for example, what is the author’s at- 
titude with reference to the valuation of inventories? The general rule is 
stated (page 148) as follows: “When there are no substantial changes in 
costs or sales prices, inventories are properly valued at cost.” Later (page 
179) the author states that he “believes that the rule of ‘cost or market, 
whichever is lower,’ is a good rule and should set the standard for good 
accounting practice ;” he points out immediately, however, that many times 
the auditor is confronted with conditions which are not normal, and that 
these situations must be solved. Again (page 191) the position is taken that 
“value, not cost, is the inventory criterion ;” the reader is told that “books of 
account should be kept so as to record original cost,’ but that “when bal- 
ance-sheets are prepared costs, if prices have changed, should be adjusted to 
reflect value.” And on the same page, in the very next paragraph, appears 
the statement that “there is no general rule which sanctions the marking up 
of inventories to market prices.” From the brief quotations made it is not 
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fair to assume that the author's statements are contradictory; on the other 
hand, they merely tend to emphasize the magnitude of the problem. In the 
case of manufactured goods the author emphasizes that the auditor must 
satisfy himself that the so-called cost is really cost; regarding “standard” 
costs he says that they should not be used “without thoroughly testing the 
cost procedure to see that such costs are reasonable and may properly be con- 
sidered actual.” The majority of accountants of standing will rejoice that 
Colonel Montgomery “takes the definite position that it is fallacious to treat 
interest as an element of cost” (page 197). 

A section of the book which appeals very much to me is that dealing with 
reports and certificates—the importance of these things cannot be too greatly 
emphasized. Chapter 20 opens with this very striking question: ‘What shall 
it benefit an auditor if he perform the highest grade of professional work 
and be unable to present his results in a form acceptable and comprehensible 
to his client?’ Yet anyone who has had an opportunity to examine any 
considerable number of audit reports knows that it is just in this respect that 
the auditor fails; many times, apparently, reports are written to please the 
vanity of the auditor rather than to enlighten those for whom they are in- 
tended. “A report is for the edification of others, and therefore it is the 
duty of the auditor to make it interesting” (page 409). If the book accom- 
plished nothing more than impress upon accountants in public practice the 
truthfulness of the foregoing statement, it would have fully justified its ex- 
istence. I would commend these chapters to every accountant, for adherence 
to the principles set forth in them will greatly enhance the value of such 
documents to the business men of the nation. 

I have thoroughly enjoyed perusing this Fourth Revised Edition of Colonel 
Montgomery’s work—my copy already contains many marked passages, and 
as time goes on these will undoubtedly materially increase. But there is 
no statement which I have found in the book with which I more thoroughly 
agree than that appearing in the Preface—‘What we need is more comprehen- 
sive auditing.” This is wholly true; during the past year I have talked to 
public accountants in the East, in the Middle West, and in the West, and 
it has been particularly interesting to note that in every case there has been 
expressed the feeling that what is needed is not less verification of assets 
and liabilities, but a more comprehensive examination of the income state- 
ment and of the other phases of business life. As the author has so aptly 
put it, “what we need is more comprehensive auditing.” As is usual when 
Colonel Montgomery speaks out of his rich experience, he has made in this 
new edition of “Auditing Theory and Practice” a monumental contribution 
to the progress of the profession of accountancy. 

J. Jackson 
Stanford University 


Corporation Procedure, Revised Edition, by Tuomas Conyneton, R. J. BEen- 
NETT, and Hueu R. Conyneton. Ronald Press Company, New York, 
1927. v, 1,479 pp. 


This edition is a thorough revision of the work originally printed under 
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the same title in 1922. The original work has been comprehensively reviewed 
and has passed into wide use as a manual. In this edition there would ap- 
pear to be an attempt to retain much of the manual detail and at the same 
time to rearrange its presentation in such a manner as to give a more unified 
and systematized picture of the corporation. 

The present edition is in eight parts. Part I (123 pages) deals with cor- 
porate structure—the nature of the corporation, its charter, and by-laws. 
Part II (218 pages) treats of corporate control—the rights and functions of 
the stockholders, directors, and officers. Part II (172 pages) discusses cap- 
ital stock—its forms, methods of issue, and accounting principles involved. 
Corporate bonds and notes are presented in Part IV (124 pages) ; promotion 
and incorporation in Part V (171 pages) ; corporation financing and account- 
ing in Part VI (206 pages); and combination, reorganization, and dissolu- 
tion in Part VII (124 pages). The final 308 pages are a revision of il- 
lustrative forms for different corporate purposes. 

The revision has resulted in an improvement in form and expression. The 
rearrangement has been complete. Material now found in Part II was pre- 
sented in the earlier edition in parts of Books I, II, III. In the process 
the book has been completely rewritten. Some new material has been added. 
A very considerable condensation has been effected, not by excluding material, 
but duplication. The references have been revised and brought to date. 

In its present form the book should have a wider usefulness for purposes 
of general reference. The material has been coordinated in such a fashion 
as to allow the layman to study it consecutively. It is a layman’s reference 
in which corporation law, accounting, and finance are presented as incidental 
to the problems of corporation practice. 


A. F. Hrnricus 
Brown University 


Nor Par Stock, by Cart B. Rospsins. Ronald Press Company, New York, 1927. 
ix, 228 pp. . 


In this monograph Mr. Robbins makes no “essay to defend or condemn no- 
par shares. The objective has been to make complete analyses which will be 
of practical value.” He has attempted to answer the questions which arise 
in connection with no-par shares in the minds of accountants, corporation 
officials, stockholders, and creditors, and those interested in the public 
welfare. 

The study is presented in three parts: Part I is a discussion of the legal, 
financial, and economic problems; Part II treats the accounting problems; 
and Appendix A is a synopsis of the no-par stock laws of each of the states 
allowing such issues, as compiled by the Corporation Trust Company. 

More than three quarters of the textual presentation if#in Part I. In the 
first three chapters Mr. Robbins introduces a brief and clear background of 
the accepted theory of corporate stock: its nature, values, and the functions 
of par value. In chapter 4 these fundamentals are contrasted with the nature 
and conditions of issue of “stated value” no-par shares. 
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The reviewer has seen many reason urged in favor of a uniformity of cor- 
poration laws. He now advances another: no trenchant discussion of cor- 
poration practices can be written that involves the statement at a dozen 
places, “sixteen states do... ; eight states do...” and so on to a total 
of forty-eight. Most writers succumb; Mr. Robbins is no exception. The 
legal distinctions cloud the picture. This is a criticism of the subject rather 
than the book; there is not one contract which is no-par stock but many. 

In the succeeding chapters the advantages and disadvantages of no-par 
stock are presented from the point of view of the corporation (chapter 5), 
the stockholder (chapter 6), the creditor (chapter 7), and the public in- 
terest (chapter 8). The treatment is eclectic. In allotting space to each 
item in his list, the author has not always considered its relative significance. 
He concludes (p. 64) that, while the advantages of no-par stock differ as 
between states and as between corporations, in general no-par stocks are 
“distinctly advantageous to corporations;” that “under present laws” they 
“are clearly disadvantageous” to the individual stockholder (p. 94); that 
the creditor’s position may be impaired by no-par stocks except in those 
states which require that the total consideration received in exchange for 
no-par shares be added to stated capital(p. 106); that there is a balance 
of advantage and disadvantage so far as the public interest is concerned (p. 
125). The conclusion of his study (pp. 125-126) is: “all the disadvantages 
of no-par stocks can be removed by the amendment of our present laws, none 
of the disadvantages is inherent in the theory of no-par value and no-par 
stocks under appropriate laws would be a material contribution to the public 
welfare.” 

There follows a chapter in which changes in the laws are suggested. The 
author seems to overlook the fact that many of these suggestions are equally 
applicable to par value stock. Uniformity of laws, minimum paid-in capital, 
and restriction of liabilities, definite valuation of properties and stock ex- 
changed with a further protection of the equity of the old stockholder, pub- 
licity: these are all reforms which have been urged before no-par stock be- 
came common. The essence of this chapter and of the first chapter dealing 
with accounting problems has to do with the method of ascertaining and 
maintaining stated capital. 

The major fault of the book is one which it shares with too large a number 
of books on corporation finance and accounting. Despite the fact that 
Moody’s “Manual” is available in every library and that its pages bristle 
with real problems arising out of abuses and lack of standardized practice, 
the author proceeds with his discussion of no-par stock in an academic 
vacuum created by the hypothetical case. No student can be excited by a 
problem that has not entered his experience, when no problem is presented 
as that of “a company” with “capital stock $100,000,” “x property $100,000.” 
The legerdemain of Virginia Carolina Chemical in 1923 is as thrilling as 
was that of Houdini: capital stock was written down and the amount was 
transferred to general surplus; financing costs of $5,000,000 were charged 
off against this, as was also an operating deficit of $6,000,000 for the year; 
and at the end of this pen and ink process the general surplus had increased 
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from $6,000,000 to $11,000,000. There was here a real accounting problem 
that grew out of no-par stock. Every other problem that is worth worrying 
about can be similarly illustrated. In the 170 pages of text the reviewer 
found three real illustrations. 

A. F. Hinricus 
Brown University 


Accounting for Value as Well as Original Cost, by H. G. Batpwin. The 
American Appraisal Company, Milwaukee, Wis., 1927. 111 pp. 


This work, published by an appraisal company and written by one of its 
officials, is a not too much disguised appeal for the employment of such 
organizations in estimating the value of plant and machinery. But it is not, 
by any means, a mere blatant advertisement, and its source and its purpose 
should not prejudice the accountant so as to preclude careful consideration 
of the argument. Only occasionally and almost incidentally is reference made 
to the merits of professional appraisal; the bulk of the work is a considera- 
tion of the vexed problem as to whether the accountants should primarily re- 
gard original cost, or present value. The author has carefully collated the 
opinions of accountants. These he does not merely quote, but examines and 
criticizes them as well. 

Especial emphasis is placed on the relation between value and depreciation. 
The author’s main thesis is that the essential thing is the maintenance of 
the physical plant. Hence, unless depreciation is sufficient to provide for 
replacement, profits are exaggerated. Profits, he says, consist not in an excess 
in the number of dollars over that originally invested, for the dollars shrink 
in value and their number is, in itself, not conclusive. Profits, he asserts, 
exist only when the original material plant is fully maintained and there are, 
in addition, surplus assets. It is not profit when a bushel of wheat costing 
$1.00 is sold for $1.10. Profits exist when the sales enable the bushel measure 
to be refilled to overflowing, or filled full with some cash remaining. 

The author’s argument turns mainly on conditions due to a decline in the 
purchasing power of money, not to conditions solely affecting the production 
of a particular plant. But it seems that the author is only half-hearted in 
his thesis. He considers the inflation of the currency as it affects the value 
of fixed plant. To be thorough-going he should demand a reappraisal of 
receivables, and even of the currency itself. The conditions he portrays can 
be adequately adjusted only by keeping all accounts in some stabilized cur- 
rency. It is unsatisfactory merely to revalue plant in terms of a larger 
number of depreciating dollars and not to show that receivables expressed 
in terms of dollars or the dollars themselves should be revalued according to 
some absolute and unfluctuating standard. And he apparently does not 
realize that a series of loans, annually made and repaid through the course 
of twenty years, results in just as much loss through the falling dollar as 
is suffered by one who buys a twenty-year bond and redeems it at maturity 
in fifty cent dollars. 

There is also a feeling as one reads the book that the author has not in 
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all cases quite caught the meaning of some of the passages quoted, and that 
he wrongly assumes that whenever “value” is used in any of the quotations, 
it has the same connotation as he would himself give to the word. 

Henry R. HATFIELD 
University of California 


Accounting Procedure for School Systems, by Frep ENGELHARDT and FRED 
von Borecersrope. Bureau of Publications, Teachers College, Columbia 
University, New York, 1927. xii, 130 pp. 


Many of us who have come up through the small school system will appre- 
ciate the point of view taken by the authors of this book—that the small 
city needs some adequate means of accounting for its educational expendi- 
tures and revenues. The authors at the outset make it clear that there is a 
difference between bookkeeping and accounting, and the emphasis of this 
book is upon the latter phase of financial processes. 

In the opinion of the reviewer, the book is poorly arranged. The claims 
of the authors for a simple system are not brought forth in a clear-cut man- 
ner. There is no outline or summary to show the number of forms used in 
the accounting process itself. Supplementary forms are not set forth of 
and by themselves. Printing specifications are not presented nor is there 
any estimate of the need of the various forms. The samples of forms are 
shown in small diagrams, but no full-sized samples appear. It would seem 
feasible, if this book is to be used by the executive in the smaller town, that 
such samples and typographical information be given. 

The reviewer finds several specific weaknesses in the book. Considerable 
attention is given to the codifying of receipts. Several pages of allocating 
tables are listed. In the Hamtramck school system for the present year but 
ten checks were used in forwarding all receipts. These total about a million 
and a half dollars. It would not seem wise or necessary to use the compli- 
cated system set forth in this book. 

A great deal of space is used in setting forth a code for expenditures. 
This system seems to be neither simple nor complete. In the first place, the 
classifications of “general control,” “instruction,” and so forth, do not follow 
the federal classification. “Auxiliary agencies” is listed with a 300 index, 
whereas in the federal system it is in the four hundred class of “B IV.” 
Similar changes are made with the other classifications in this group. The 
organization units in the school are listed by means of letters, but the 
instructional departments suggested are not mutually exclusive. 

The greatest fault with the accounting code as advocated is that there is 
no relation between the similar items in the various activities. For instance, 
supplies in “general control” are listed as 160 to 179. They thus involve 
two digits in the tens column. In “instruction,” supplies have the number 
of 270 and in “auxiliary agencies” they are given 331, while in “codérdinate 
activities” they are not separated at all from personal service or “other 
expense,” but are lumped under 402. It therefore becomes impossible to 
separate, in this last field, a supply item from a salary item in medical serv- 
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ice. The same number 402 must be used in all cases in this classification. 
It would seem advisable to have the sume digit in the tens columns stand 
for the same service in all of the activities. The first digit indicates the 
activity. Why not have the second and third mean something? 

The book does not take into account standards of distribution, although 
the authors might justly claim this to be a function of budget-making. No 
procedure is set forth for the determination of the cost of personal service 
classified by major departments. 

One of the chief difficulties in purchasing is the prevention of overdrafts. 
A careful search of this accounting system seems to present no means of 
prevention in this matter. An encumbrance column is not carried in the 
appropriation ledger. There seems to be no place for record until final pay- 
ment is made, hence there is no difference between the cash balance and the 
budget unencumbered balance. Such a record is vitally necessary when so 
many sub-accounts are carried. 

The entire procedure of internal accounts is dismissed with a brief three 
pages, although a statement is made that this is a vital part of the account- 
ing process. A great deal of time is devoted to depreciation accounts, but it 
is doubtful in public school finance whether such a procedure is advisable. 

There are, however, many helpful suggestions for the average school execu- 
tive. The book could be used as a reference to good advantage, but it offers 
a somewhat complicated rather than a simple, straightforward, flexible, and 
adequate system of accounts for the average school. 


Lovesoy 
Hamtramck Public School 


Tax Diary and Manual—1928. Prentice-Hall Inc., New York. 212 pp. 


The third edition of this popular and useful diary and manual should 
prove decidedly helpful and valuable to both accounting instructor and prac- 
titioner. This manual contains an outline of all state corporation, inheri- 
tance, and income taxes, in addition to a daily tax calendar, and an answer 
to the majority of the questions on such matters which the public frequently 
ask and which it apparently expects the accounting instructor to answer 
both reliably and promptly. Remember, then, the 1928 Tax Diary and 
Manual when a citizen of your town stops you on the street, asks you a 
question which you will answer tomorrow, gives you a cigar for your serv- 
ices, and probably feels he has overpaid you! 

In my judgment, the Tax Diary and Manual is worth even more to the 
practitioner than to the accounting instructor. In public accounting offices 
there are dozens of occasions when it is necessary to know the dates for 
filing tax reports in the several states as well as the dates for paying the 
taxes. Then, too, the summary of taxes imposed on corporations by each 
state on income, capital stock, sales, franchise, etc., certainly will be referred 
to frequently. 

One of the most valuable features of the 1928 Tax Liary and Manual is 
the summary of the inheritance tax laws of approximately forty-five states, 
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including the tax rates for each state and for each class of beneficiary, as 
well as the exemptions allowed residents and non-residents. The subject of 
inheritance taxes is of increasing importance to instructor and practitioner, 
and both will find this manual worth many times its cost for these inheri- 
tance tax data alone. 

A digest of all the personal income tax laws in effect in the twelve states 
is also a most valuable reference. 

All in all, I do not believe any accounting instructor or practitioner should 
be without a copy of this Tax Diary and Manual. I have made frequent 
use of the two previous editions in both my instructional work and in my 
accounting office, and I most highly recommend the 1928 edition to my 
fellow instructors. 

F. H. ELWELL 
University of Wisconsin 


The Mathematics of Statistics, by Ropert W. Bureress. Houghton-Mifflin 
Company, 1927. viii, 304 pp. 


The author of this book has undertaken the difficult task of presenting in 
3800 pages a general survey of statistical methods, with an elementary math- 
ematical treatment of some of the subjects presented in the latter half of 
the text. The first 150 pages discuss the subjects of ratio and percentage 
analysis, frequency distributions, index numbers, and measures of dispersion 
with ample illustrative examples but practically no algebraic treatment. 
Chapters covering 130 pages on regression lines, time series analysis, two- 
way correlation, a short discussion of sampling, the binomial expansion and 
the normal curve, probable error, and three and four variable correlation 
are presented with a limited amount of algebraic treatment. The remaining 
pages of the book contain a short bibliography, tables for decimal values of 
common fractions, denominations of coefficients in parabolic regression equa- 
tions, and ordinates and areas of certain frequency curves. 

The author makes frequent use of graphic portrayal throughout the text. 
Shaded and dot diagrams are introduced in the introductory chapter; bar 
and “pie” diagrams and ratio charts are used in the study of ratio and 
percentage analysis; and the uses of histograms and frequency polygons 
are shown in the chapter on frequency distributions. Simple curves are 
used throughout the text. 

The chapters on index numbers and analysis of time series are much the 
same as one find in a text on economic statistics. Five different averages 
and five different measures of dispersion are presented in the respective 
chapters, with a careful discussion of the proper uses and methods of com- 
putation for each. The chapter on sampling gives little more than a state- 
ment of the problem and its relationship to the theory of probability. 

The remaining chapters contain topics which are treated more or less alge- 
braically. Formulas are developed for determining the constants for linear 
and parabolic trend lines. With this background, regression lines are easily 
set up and the formula for the correlation coefficient derived. Formulas 
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for three variable correlation are developed in a similar way in the final 
chapter. Nonlinear correlation is also mentioned, but no formulas are devel- 
oped. The rank difference method of correlation is developed and illustrated. 
The method for developing the equation of the normal curve is suggested but 
not carried through. Formulas for the probable error of the mean and also 
for the probable error of the difference of two means are developed. Calcu- 
lus have been omitted, but the proper results are stated. 

The book is interestingly written, with clear-cut, direct statements of points 
that are being presented. A summary paragraph is given at the end of 
each chapter. The wide range of problems and exercises taken from so 
many fields of interest emphasizes the importance of statistical treatment 
of problems in these fields. The reviewer suggests that a more detailed 
discussion of class limits and precision of measurement in frequency dis- 
tributions and formulas for the measure of skewness, together with a dis- 
cussion of its use in handling statistical data, would have been helpful. 
These points would serve to eliminate some of the common mistakes made 
by so many beginners and to increase the book’s usefulness as a text. The 
book should find many readers among persons desiring a brief survey of 
statistical methods. 


T. BE. Ratrorp 
University of Michigan 


Factory Management, by Paul M. Atkins. Prentice-Hall Inc., New York, 
1926. xiii, 386 pp. 


This book is designed as a text for students who already have taken a 
course in general business organization. As personnel administration and 
cost accounting are merely touched upon, both being considered sufficiently 
important for independent treatment, the thirty chapters into which the 
book is divided cover most of the remaining production problems which are 
common to a large variety of manufacturing industries. 

In addition to the wide scope of the subject-matter, the author is to be 
commended for certain features of its presentation. The first paragraph of 
each chapter gives a concise statement of the purpose of that chapter. This 
is generally followed by a discussion of the importance of the particular 
subject, with some effort at evaluation. As a rule, a general conclusion is 
presented in the final paragraph. These add materially to the value of the 
book as a text. 

Some of the topics are not as completely covered as might be desired. 
When contrasting standard machines bought in the open market with those 
specially designed for the job, the latter are recommended as being generally 
better for continuous work in large-scale production shops. No reference is 
made to the common present-day practice of buying so-called production 
types of standard machinery and of designing special attachments and tools 
to adapt them to particular jobs. In explaining the different kinds of con- 
struction, the author brings out the disadvantages of the plain steel frame 
building, which is not permitted by the building codes of many communities, 
but fails to mention the fireproofed steel structure. 
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Many readers who are familiar with scores and perhaps hundreds of fac- 
tories in New England alone using all their available water power will be 
amazed to read that industrial concerns may buy hydroelectric power from 
publie utilities, but “few produce it by this method for themselves.” Possi- 
bly some interviewers in employment departments may be interested to read 
that familiarity with the rudiments of trigonometry and some knowledge of 
the metallurgy of various methods should be included in the employee speci- 
fications for an engine lathe operator. 

Realizing the desirability of some engineering knowledge on the part of 
factory executives, the author has yielded to the temptation, which appar- 
ently comes to most non-technical men when writing books on factory man- 
agement, to tell all they know about industrial power, building construction, 
and similar subjects. The result is almost inevitably one more illustration 
of the old adage about a little knowledge being a dangerous thing. For 
instance, in the chapter on “Power Production and Transmission” Mr. Atkins 
goes so far as to discuss the relative merits of the American and English 
systems of rope drive and to tell why pulleys are crowned. The many ques- 
tionable or incorrect statements given unfortunately preclude the use of this 
as a text, in spite of its many good points, in a class which includes students 
in engineering. 

This reviewer, believing that students in all courses should be held up to 
reasonably high standards in their writing, wishes that not only better tech- 
nical advice had been sought but that the author had spent a little more 
time in putting some sections of the book in better form from the standpoint 
of English composition. 

JAMES A. HALL 
Brown University 


Industrial Credits, by Roserr Youne. Harper Bros., New York, 1927. vii, 
555 pp. 


Users of texts on credits and collections, including teachers, accountants, 
and credit managers, have been complaining for some time that the existing 
texts were either too heavy or too light. The heavy ones, although contain- 
ing effective material, discouraged the reader to such an extent that he fell 
by the wayside. The light ones showed a lower mortality rate, but left the 
student or other reader with a feeling that he had been trying to get along 
on thin gruel, when what he needed was a somewhat more nourishing diet. 

The author of “Industrial Credits,’ credit representative of the Carnegie 
Steel Company, has wisely declined to be impaled on either horn of this 
dilemma, and has offered a credit menu that is both palatable and sustain- 
ing. The title indicates that the scope of the book is limited, but the fact 
is that the principles of credit technique are so thoroughly covered that the 
text may be used with profit by wholesalers, retailers, bankers, and account- 
ants, as well as by those who are connected with industrial enterprises. 

Mr. Young has divided his material into two parts, the first consisting of 
seventeen chapters of text, covering 265 pages. Part II comprises thirty-six 
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admirably chosen credit problems, a brief appendix giving customary terms 
of sale in about seventy different lines of business, and an adequate index. 
The problems are, of course, designed to give the book added effectiveness 
in classroom use, but it is safe to venture a prophecy that many credit man- 
agers and accountants will study them carefully and will benefit greatly 
thereby. 

The initial chapter starts the book off on the right foot with a presentation 
of “Credit Work as a Profession.” The author defines credit, traces its 
origin and historic development, points out its opportunities and outlines the 
qualities essential to efficient credit management—character, tact, judgment, 
thoroughness, accuracy, courage, and a special quality engagingly called 
“wholesome curiosity.” Chapter II deals with initial inquiries and orders; 
Chapters III and IV with the process of making the credit investigation ; 
and Chapters V and VI with credit factors as determined by various lines 
of industry and different types of business organization. 

In Chapter VII Mr. Young has made an outstanding contribution to credit 
literature—an illuminating statement on the relation of insurance to credits. 
The various forms of coverage, including fire, life, profits, use and economy, 
liability and compensation, group and credit insurance, are all discussed. 
Insurance protection, the author submits, has a vital connection with the 
credit man’s appraisal of a credit risk, and because of this it is necessary 
that every credit executive have a working knowledge of the various classes 
of insurance that afford protection to the various forms of business activity. 
Not only are the material aspects of a credit risk affected by the degree to 
which they are supported by insurance, but the attitude of the management 
of a business on the subject of insurance will be an excellent indication of 
its conservatism and farsightedness. 

Proper and adequate insurance protection, Mr. Young asserts, contributes 
greatly to the stabilization of business by creating confidence, and credit 
managers are in an excellent position to assist and encourage adequate pro- 
grams of insurance protection among their customers. They should also 
keep in touch with the customer’s conditions from the standpoint of their 
effect upon existing policies, to see that any change in operation or addition 
to equipment does not invalidate the customer’s policies. 

The sections on financial statement construction, analysis and interpreta- 
tion (Chapters VIII and IX) are well organized and are up-to-the-minute 
from the point of view of ratios. Chapter X, “Arriving at a Credit Decision,” 
presents our old friend, “the three C’s,” and contains some sound observa- 
tions on the fixing of credit limits. Chapter XI deals with terms, Chapter 
XII with credit department organization and machinery, and Chapters XIII 
and XIV with collections. Special chapters on deferred accounts receivable, 
general rights of creditors, and credit instruments and documents complete 
the text portion of the book. 

In setting up the problems, Mr. Young presents the information in the 
form in which it is reviewed by the credit manager. First, the statement 
of case or outline of the problem before the credit man is given. In some 
eases, there are included in this the regular terms in use, amount of orders 
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unshipped, amount of open account, and the amount past due. This is fol- 
lowed by the file history as revealed by old information and past experience. 
Reading the file history corresponds to the credit man’s review of the file. The 
current information follows, giving in typical detail the salesman’s reports, 
mercantile agency reports, interchange bureau reports, trade and bank let- 
ters, credit representative’s reports, etc. By analyzing the current informa- 
tion, the reader gains the experience of picking out the essential credit 
factors for himself. 

Since credit decisions are bound to vary as does the judgment of human 
beings, it is, as the author suggests, impossible to set down a solution to 
any of these problems and say that such an analysis is the only correct one. 
Two experienced and able credit managers may take the same case and 
render radically different decisions or recommend different courses to be 
followed. The student of these problems can, however, gain considerable 
experience and valuable practice by setting down all the favorable and 
unfavorable factors in each case. Weighing them against one another, he 
may summarize the reasons why he would or would not approve the credit 
involved, and, if the decision is unfavorable, outline the arrangement he 
thinks should be made -to handle the case. 

“Industrial Credits” will add to the reputation of both author and pub- 
lisher. Mr. Young has provided a well-planned, workmanlike manuscript, 
and the Harpers have given it a most attractive dress. The result of the 
collaboration is a book which will surely find its way not only to the class- 
rooms of our schools of commerce and business administration but also to 
the desks and office libraries of many men who have passed the classroom 
stage but still realize, fortunately, the benefits of continued study. 


Frank A. FALL 
National Association of Credit Men 


The Behavior of Prices, by Frepertck C. Mitts. National Bureau of Eco- 
nomic Research, Inc., New York, 1927. 598 pp. 


In “Behavior of Prices,’ by Dr. Frederick C. Mills, the National Bureau 
of Economic Research continues to render valuable service in the analysis 
of data basic to an understanding of our economic society. The Bureau, 
privately financed, is able to undertake painstaking studies of more general 
and fundamental interest than can be undertaken in research directed to 
the solution of immediate business problems. Acting as its own publisher 
and covering all costs of research from sources other than book sales, it is 
able to publish its findings in a detail that allows others to use its compila- 
tions as source material. This volume carries forward the traditions of 
the Bureau. 

Dr. Mills has set himself the task, “first, to secure a fuller understanding 
of the behavior of industrial commodity prices and, secondly, to increase our 
knowledge of the working of the price system and of the interrelation of its 
component elements” (p. 31). That such a study is of the utmost impor- 
tance can hardly be doubted, “If the price system could be fully explored, 
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if all the ties and connections could be traced and all fluctuations explained, 
then, perhaps, man could understand and control the economic system he 
has created” (p. 33). He hastens to add that in a changing world such 
control will probably only be approximate. 

This first volume on prices is a beginning of the work. In the foreword 
by Drs. Edwin F. Gay and Wesley C. Mitchell it is described as “only a 
finished portion of what has been planned and is now proceeding” (p. 7). 
More important to the general reader than this promise of the results of 
further research is the statement that the “reader may also look to the 
second volume for some marshalling and review of the evidence here gathered 
for or against the provisional working hypothesis ... that ... there is in 
fact an orderly universe of prices” (p. 8). Many who study this volume 
will share with the reviewer an impatience for this marshalling and review. 
By means of summaries at the end of each chapter and an excellent index, 
Dr. Mills has made his material accessible to one who seeks material dealing 
with particular prices or methods of treating price data. Occasionally, 
within the body of the text, he has tentatively interpreted the significance 
of his findings. The generalizations are hidden among pages of fundamental 
detail. The work is not one, therefore, that will appeal to the casual reader 
or to one whose interest in prices is merely in philosophical conclusions. 

While it seems to the reviewer that the volume calls insistently for an 
interpretation with qualifications by reference rather than in detail (for 
there is grave danger in leaving such a mass of figures to tempt those of us 
who know their heredity less well than their sponsor), the present volume 
is immensely valuable to all who are working with price problems. Chapter 
I, dealing with measurable characteristics of commodity prices, with its sup- 
plementary and detailed tables in the appendix, has perhaps the widest 
appeal. Here the prices of individual commodities are discussed: their 
variability from year to year and from month to month; their trend over 
periods of time; the lag and lead of individual price changes in comparison 
with the general movement of prices; and for some commodities the rela- 
tionship of price and quantity. For the person interested in particular 
prices there is a wealth of material easily found. Cotton yarns, as a simple 
example, are dealt with in 38 tables. They have varied more in price from 
month to month and year to year and the price changes have been more 
frequent than for any other items of the cloth and clothing group except 
raw silk and print cloths (pp. 491, 499, 504, 45, 51, 58). With a maximum 
of 10 cycles from 1890-1925, cotton yarn prices completed 9% (p. 94). Price 
changes lagged behind the general level on the rise and then on the fall 
(p. 92). But while the price changes are frequent and large, the movement 
during a cycle of rise and fall is less for yarn than for raw cotton or print 
cloth. In the movement of prices from 1896-1913 cotton yarns advanced less 
rapidly than raw cotton (p. 67). This adverse spread was not so great in 
Great Britain or Germany (p. 199). In these and other facts presented is 
perhaps a basis for a better understanding of some of the problems with 
which cotton manufacturers are concerned. 

The first chapter, like the others, bristles with suggestive material for the 
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economist. In the analysis of lag and lead in price changes it is developed 
that the same commodity may behave quite differently ou the rise and fall. 
The ideal in the dangerous and more or less reputable task of economic 
forecasting is to find a price series that with perfect regularity anticipates 
the general list (or some other item) by a certain period. Mills gives us a 
measure of consistency both on revival and fall for a large number of com- 
modities. He further shows that the same item may lead on revival and 
lag in the fall, and vice versa. Here at least is a suggestion that to secure 
a truly “sensitive” price index we may need to follow two series—one com- 
piled for the rise and one for the fall. 

The second chapter deals with regional differences in prices. It becomes 
evident that price changes in a single market are far from representative 
of larger areas. Prices of portland cement in ten cities (p. 166) differed 
from the mean price on the average (the mean deviation as a relative of 
the mean price) by as much as 15.2 per cent in October, 1920. The deviation 
for gasoline prices in October, 1927, averaged 12.2 per cent. Here is cause 
to examine many of our indices of prices purporting to represent the situa- 
tion of the country at large but based on quotations in some one market for 
some items. 

In Chapter III Mills performs a valuable service in the discussion of price 
instability when he directs attention beyond changes in the general level of 
prices. It is here that our interests have focused. For the community at 
large this is perhaps the most vital field of general price change. Mills in- 
troduces two additional measures: price dispersion and price displacement. 
The disturbing changes in price are not of course the changing purchasing 
power of money (a miraculous doubling of all prices would imply no sig- 
nificant change) but the unequal changes in particular series which are 
averaged to make the final index. Dr. Mills has in no sense discovered the 
variability of price changes. He has, however, approached it from a new 
angle. It has been the subject matter of treatises on index numbers. It is 
because of this dispersion of prices due to unequal changes that there has 
been any problem in connection with their construction. The problem has 
been to find the best expression of the average change in prices. The goal 
has been to find an expression of central tendency. It is Mills’ contribution 
that he has recognized the dispersion of prices, the deviations from central 
tendency, as vital to an understanding of the price system. He has, there- 
fore, constructed an index of dispersion by various methods and uses it with 
the price level index to give a more complete picture. (See, for example, the 
chart on page 267.) This index of dispersion necessitates a second measure. 
This is an index of price displacement, i. e., “The shifting or internal dis- 
placement of prices from year to year or month to month.” Mills’ illustra- 
tion (p. 287) can be still further simplified for the purpose of summary. In 
the base year by definition the price of each of the two commodities is 100; 
the index of dispersion will show the parting. But in the following year 
there is a complete displacement: A is 75 and B is 125. The price level index 
is still 100; the index of dispersion is the same as in the second year. Some 
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further method is needed to show the internal change. The measure devised 
for this purpose is the index of displacement. 

It is unfortunate that so valuable a work should be marred by errors in 
proof-reading. The text abounds in such oversights as “asking” for lacking 
(p. 176) and “diagrame” for diagrams (p. 230). Of themselves they are un- 
important. But in statistical presentations it is an evil omen. Tables are 
harder to check than text and readers cannot guess the right figure from 
the context. Were the reviewer not personally acquainted with the minute 
attention to figures of Dr. Mills and all those associated with the National 
Bureau, he would distrust every table. Carefully checked errata sheets 
should be pasted in every volume released. 

A. F. Hinricus 
Brown University 


Business Books: 1920-1926, An Analytical Catalog of 2,600 Titles; by the Bus- 
iness Branch of the Newark Public Library. H. W. Wilson Company, 
New York, 1927. xi, 592 pp. 


The Business Branch of the Newark Public Library has cataloged for the 
convenience of busy people, 2,600 titles of contributions made during the 
years 1920-1926 to the rapidly increasing body of business literature. This 
“Analytical Catalog of Business Books: 1920-1926” supplements the publica- 
tion of October, 1920, called “Business Books and Guide to Business Liter- 
ature.” 

The books are classified by subjects, by titles, and by authors’ names. 
The classification by subjects has been made in great detail. Each book is 
listed under various subjects which it covers and references are given to 
pages or sections. By starting at page one and going hastily through the 
volume, the present writer noted one book which was listed under Abbrevia- 
tions, Acceptances, Banks and Banking, Economics, Finance Companies, In- 
vestments, Law, Profit Sharing, Statistics, and Taxation. 

The term “Business Books” has been interpreted broadly and includes 
many fields, and also related subjects such as economic theory and public 
finance. 

The increase in production of book and pamphlet literature of business has 
been so great in recent years that the person seeking business information 
from secondary sources will find such a guide as “Business Books” very use- 
ful in his searches and choices. 

HueuH B. KILLoucH 
Brown University 


UNIVERSITY NOTES 


Brown UNIVERSITY 


Professor Henry Brayton Gardner, Eastman Professor of Political Econ- 
omy, will retire in June, 1928, after 40 years as head of the Department of 
Economics, and Professor James P. Adams has been appointed chairman of 
the Department, effective with the academic year 1928-1929. 

Mr. Ralph Eastman Badger, formerly associate professor of economics, 
returns as professor of economics after two years as investment counsellor 
for the estate of Frank A. Sayles. Mr. William A. Brown, Jr., of Columbia 
University has been appointed assistant professor of economics for the com- 
ing year. Mr. Charles A. Glover of the Standard Statistics Corporation, 
New York City, has been appointed assistant professor of economics. 

Mr. James H. Shoemaker, Mr. Philip M. Brown, and Mr. A. O. Greef, 
instructors in economics, have resigned in order to continue their studies 
Mr. Henry C. Murphy of the University of California, Mr. Paul T. David of 
Antioch College, Mr. W. K. Sharkey of DePauw University, Mr. Herbert P. 
Negus and Mr. John G. Getz of Brown have been appointed graduate assist- 
ants in economics for the coming year. 


UNIVERSITY OF CHICAGO 


Professor J. O. McKinsey’s professional work as organization counsellor 
and accountant has forced him to reduce his university work to the giving 
of two courses, Business Organization and Business Policies. 

Professor W. S. Krebs of Washington University, St. Louis, will offer a 
course in accounting theory in the first term of the summer quarter. Pro- 
fessor Rorem will offer two special courses in accounting in the summer 
session, Governmental Uses of Accounting and The Teaching of Accounting. 

Professor H. C. Daines is serving as chairman of an advisory commission 
which is revising the accounting curriculum of the Chicago Central College 
of Commerce, an institution serving employed men. Mr. Daines discussed 
the subject, “Some Aspects of Valuation and Income Determination,” before 
the Illinois Society of Public Accountants. The talk has since been pub- 
lished in the Certified Public Accountant. 


DENVER UNIVERSITY 


Professor Clem W. Collins is this year national president of Alpha Kappa 
Psi. The solutions to Mr. Collins’ C. P. A. Review will soon be off the 
press of Wiley & Co. 

A new course in building and loan accounting has been given this year by 
Mr. Ralph W. Mayo of the accounting firm of Ralph Mayo & Co. Mr. F. C. 
Onstott, financial secretary of the School of Commerce, has been made asso- 
cate professor of accounting. 

Mr. T. J. Witting of the accounting faculty is this year president of the 
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Colorado Society of C. P. A.’s. The society has recently gone on record 
in favor of the plan for the natural business year. 


UNIVERSITY OF GEORGIA 


Mr. H. M. Heckman, professor of accounting, received a Georgia C. P. A. 
certificate in February. 

Of the six students taken into Beta Sigma this year four were accounting 
majors. Fifty-three will receive the B. S. C. this June. 


UNIVERSITY OF ILLINOIS 


Mr. H. C. Weller, assistant in accounting, is leaving the department to 
become assistant professor of accounting at Cleary College, Ypsilanti, Mich. 

Sixty students majoring in accounting were graduated this June, six of 
these with highest honors. 


INDIANA UNIVERSITY 


Professor A. L. Prickett has been elected Director of Research for the 
Indianapolis chapter of the National Association of Cost Accountants and 
is also a member of the executive committee of Alpha Kappa Psi. 


Iowa STATE UNIVERSITY 


Mr. H. F. Sells, who has been conducting classes in auditing and princi- 
ples, is returning to public accounting practice with Baird, Kurtz & Dobson 
of Kansas City. 


JOHNS Hopkins UNIVERSITY 


Mr. G. H. Newlove severs his connection with the department in June to 
become professor of accounting at Texas University. 

Mr. Howard C. Cooper comes from the University of Denver as instructor 
in accounting, and Mr. R. J. Bullock from the University of Oregon as 
instructor in marketing. 


UNIVERSITY OF KANSAS 


Assistant Professor Earl Moser, Professor H. F. Holtzclaw, and Instructor 
Verne Simons are leaving the department this year. 

Mr. Bayard F. Taylor of Rockford College is coming to the department as 
associate professor of banking and finance to fill the place of Professor A. 
J. Boynton, deceased. 

The graduating class of the school numbers sixty-five, of whom thirteen 
are accounting majors. 


MARQUETTE UNIVERSITY 


Mr. Raymond Kneipl, instructor in accounting, is leaving the department. 
Mr. R. R. Swenich, C. P. A., graduate of Marquette and president of the 
Accounting Service Company of Milwaukee, will join the staff as a lecturer 
in accounting. 
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A new course in accounting theory will be given in the summer session 
by Professor Schmidt. In the evening school a course will be added in 
municipal accounting. The elementary course in accounting is to be made 
a four-credit course and advanced to sophomore standing. 

The graduating class this June includes ten majors in accounting. 


UNIVERSITY OF MINNESOTA 


Mr. Lowell B. Collins, instructor in accounting, is resigning his position 
in order to accept a position as regional finance director for the Near East 
Relief, with headquarters at Alexandropol, Caucasus. Mr. Collins will be 
in the Orient for two years. 

Seventeen seniors, majoring in accounting, were employed by public 
accountants in the Twin Cities and Chicago during the winter quarter, and 
have now returned to their studies. As a result of this arrangement about 
ten will postpone their graduation to the end of the first summer session, 
August 1. The School has been able to organize placement work this year 
in such a way that each graduating senior will be assured of at least one 
opening for him on graduation. 


UNIVERSITY OF MONTANA 


Assistant Professor Crumbaker, who has charge of the work in finance 
and public utilities, will be absent part of next year for further graduate 
study. 

The beginning accounting course will not be given credit toward a major 
next year because of its elementary character. The graduating class this 
year will be the smallest in several years. 

Dean E. C. Line is making a study of the effect of good roads and the 
auto on the retail trade of small town stores for the benefit of the Retail 
Merchants’ Association of Montana. 


UNIVERSITY OF NEBRASKA 


Mr. Victor Z. Brink has been appointed instructor in accounting. Assistant 
Professor Dana F. Cole has been promoted to associate professor. 

Mr. O. R. Martin has recently been appointed by the state superintendent 
of instruction as chairman of a committe on the revision of the high school 
manual of bookkeeping. 


OuIo UNIVERSITY (ATHENS) 


Mr. Clarence H. Horn, lecturer on accounting for the coal industry, died 
November 26, 1927. Mr. Thomas M. Wolfe, M. B. A. Harvard, will take Mr. 
Horn’s place. Mr. Ralph F. Beckert receives his M. A. from the University 
of Cincinnati this June. 

All commerce students are required to carry a full year three-year course 
in accounting. During the second semester of this year the enrollment in 
all accounting courses was 216, a substantial increase over the preceding 
year. 
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Three seniors worked for six to nine weeks this winter for Lybrand, Ross 
Bros., and Montgomery, Detroit, for which work college credit is being given. 


Outro State UNIVERSITY 


Professor Howard C. Greer, who for the past year has been on leave of 
absence as director of accounting with the Institute of American Meat Pack- 
ers, Chicago, will return to his duties at Ohio State in the fall. 

Professor J. B. Heckert has been elected president of the Columbus chapter 
of the National Association of Cost Accountants for the coming year, and 
Professor R. S. Willcox has been elected to the board of directors. Mr. 
Heckert will give a two-quarter course in managerial accounting next year. 
Professor Herman C. Miller is now president of the Columbus chapter of 
the Ohio Society of Certified Public Accountants, and Mr. W. D. Wall, who 
is a lecturer on the staff of the university, is president of the Ohio Society 
of C. P. A.’s. 

The annual accounting conference held jointly by the University and the 
Ohio Society of C. P. A.’s was held on the campus May 18-19 with an 
attendance of approximately 100. The first day’s program was designed 
particularly for students from Ohio colleges and the second day’s for the 
practicing accountants. Papers and discussions were contributed by a num- 
ber of university men, public accountants, and industrial executives. 

The policy of placing some senior students with accounting firms for 
practice and experience was inaugurated this year with good success. Six 
seniors were selected for this work with firms in Cleveland and Toledo, and 
it is hoped to expand the program next year. Some twenty seniors will 
be graduated from the accounting course this year. 


UNIVERSITY OF PITTSBURGH 


A new course, “Cost Elements for Engineers,” is being offered in the ten 
weeks’ summer session this year. The same course will be offered during 
the regular session next year and will be followed by a second course, “Cost 
Accounting for Engineers.” 


PRINCETON UNIVERSITY 


Professor Stanley E. Howard is to be on leave of absence for the first 
term of 1928-1929 for travel and study in Europe. In his absence the under- 
graduate work in accounting will be in charge of Mr. Leslie T. Fournier. 


UNIVERSITY OF SOUTHERN CALIFORNIA 


Mr. F. W. Woodbridge of Lehigh University has been appointed head of 
the department of accounting for the coming year. 


STANFORD UNIVERSITY 
Professor J. Hugh Jackson has been re-elected president of the San Fran- 
cisco chapter of the National Association of Cost Accountants. In the past 
year the chapter has increased its membership about thirty-five per cent 
and has also been more active along accounting lines. 
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Charles F. Rittenhouse of Boston, Mass., has recently been appointed by 
Governor Fuller to serve as a member of the Board of Registration of 
Certified Public Accountants for a term of five years. 


MINUTES OF THE EXECUTIVE COMMITTEE OF THE INTERNATIONAL ACCOUNTANTS’ 
CoNGRESS 
May 23, 1928 


Prior to December 30, 1927, a special committee of the American Institute 
of Accountants considered the feasibility of conducting an international con- 
gress of accountants in the United States in 1929. A meeting of representa- 
tives was called for December 30, 1927, to be held at the Chamber of Com- 
merce of the United States of American in Washington. Invitations to be 
represented at that meeting were sent to the American Association of Uni- 
versity Instructors in Accounting, the American Society of Certified Public 
Accountants, the National Association of Cost Accountants, and to all state 
societies of which we had record. At that meeting the following motion 
was made by D. W. Springer and seconded by James F. Hughes, both of 
whom were representing the American Society of Certified Public Accountants: 

“IT move that it is the sense of this meeting that each organization should 
appoint such a committee as it sees fit; that a general committee should be 
appointed of such a number from the several organizations as may be here- 
after determined by the executive committee; that an executive committee 
shall be appointed consisting of Colonel Montgomery, chairman, who is also 
to act as president of the Congress, and such other representatives of organ- 
izations as he shall name; that the executive committee shall select a secre- 
tary, who shall be a paid official; and that the executive committee shall 
also select such special committees as in its judgment are necessary for the 
carrying on of an international accounts’ congress in America, the invita- 
tions being extended by the accountants of America, using that word account- 
ants broadly enough to cover all of them.” 

In accordance with the above resolution, a meeting of the Executive Com- 
mittee of the International Accountants’ Congress was called at the office 
of the president, Colonel Robert H. Montgomery, on May 23, 1928, at 12 
o'clock. 

At the Washington meeting President Montgomery was empowered to 
select the members of his Executive Committee. He elected to make appoint- 
ments on the basis of the American organizations which will participate in 
the International Accountants’ Congress of 1929. Accordingly, he appointed 
Mr. James Hall to represent the American Institute of Accountants, Dean 
John T. Madden to represent the American Society of Certified Public 
Accountants, Mr. Philip J. Warner to represent the National Association of 
Cost Accountants, Professor Arthur H. Rosenkampff to represent the Amer- 
ican Association of University Instructors in Accounting, and Mr. James 
Farrell, who represented Mr. W. R. Glover of the New York State Society 
of Certified Public Accountants. Colonel Montgomery desired also that the 
Accountants’ Club of New York City be represented, and he appointed Colonel 
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Arthur H. Carter as its representative. With the exception of Mr. Hall, all 
members of the committee were present at the meeting. In addition, Dr. 
Stuart C. McLeod and Mr. Giles L. Courtney also were in attendance. 

A motion was made by Mr. Warner and seconded by Dean Madden that 
the chairman be empowered to select a permanent secretary and to make 
such arrangements as are necessary in connection therewith. The motion 
was carried. Mr. Courtney was asked to serve as temporary secretary. 

The chairman stated that the only formal invitation which had been 
received regarding a meeting place for the Congress was that from the Har- 
vard Graduate School of Business Administration. The chairman read the 
letter of May 3, 1928, from the Harvard Graduate School, signed by Pro- 
fessor de Haas, and another letter to which Professor de Haas refers con- 
taining a definite invitation to use the facilities of the Harvard Graduate 
School in connection with the forthcoming Congress. Dean Madden moved 
that the offer be accepted. The motion was seconded and passed. 

Professor Rosenkampff moved that the Congress be held during the week 
beginning September 9, 1929. The motion was seconded by Colonel Carter 
and carried. The chairman suggested that it would probably be well to 
arrange to receive foreign delegates on Friday and Saturday of the preceding 
week, to entertain them in New York over the week-end, and to leave Monday 
afternoon on the night boat for Boston. 

Colonel Carter was nominated by Dean Madden to act as treasurer. The 
nominee was elected. The chairman stated that he would appoint the Finance 
Committee upon nomination of the treasurer. 

The meeting was adjourned at 2:30 P. M. 


May 28, 1928 


At the request of Colonel Montgomery, a meeting of the Executive Com- 
mittee of the International Accountants’ Congress was held at the Account- 
ants’ Club at 12:30 on Monday, May 28, 1928. Those present were: Colonel 
Montgomery, chairman; Colonel Carter, Dean Madden, Messrs. Glover, Hall, 
Warner, McLeod, Rosenkampff, and Secretary Courtney. 

Dean Madden moved that Mr. Homer S. Pace be appointed chairman of 
the Publicity Committee. The motion was seconded by Mr. Warner and car- 
ried. The membership of the Publicity Committee will be completed upon 
nomination by Mr. Pace. 

According to present plans, delegates will be entertained in New York on 
Saturday and Sunday, September 7 and 8; a formal meeting, underwritten 
by the New York organizations, will be held on September 9; and members 
of the Congress will leave New York Monday afternoon on a night boat 
arriving in Boston Tuesday morning. Colonel Montgomery stated that he 
would get in touch with Harvard so that facilities would be reserved for 
the week beginning September 9. (Colonel Montgomery received word on 
Tuesday, May 29, that the facilities at Harvard would be available for the 
week designated.) 

It was suggested that official invitations to foreign societies be presented 
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through Mr. Hall, who expects to go abroad shortly. Colonel Carter is to 
second these invitations during his forthcoming visit to Europe. 

Dean Madden was appointed chairman of the Committee on Program. Mr. 
McLeod was appointed a member of that committee. Further additions will 
be made upon nomination of the chairman. It was suggested that the plan 
outlined by Dean Madden be followed in arranging the program and that 
his topics, No. 1, Nos. 2 and 4, No. 3, and No. 5, be used as a basis for the 
general sessions. 

The meeting was adjourned at 2:15 P. M. 
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